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Abstract 
Background:  This research project is based on the subject of legal risks that has 
faced by investors in dealing with Murabaha Islamic transaction. This research 
project portrays background history of Sharia law and about Murabaha Islamic 
transaction.  In the context of this Islamic transaction, legal risks and 
actions/strategies to deal with risks of Murabaha has represented under this 
research study.  
Aim and Objectives: The main aim of the research is thus to explore the legal 
risks associated with Murabaha transactions, and to identify ways of mitigating 
such risks. The research objectives are directed to represent about Murabaha 
transaction, risks involved in Murabaha transaction and solutions/actions to 
mitigate risks.  
Methodology: The data collection process has initiated with collection of 
secondary sources, along with the examination of contracts formed between 
banks and clients. This will be helpful in acquiring relevant information about the 
legal risks involved in Murabaha Islamic financial transaction.  
Results and Analysis: It has been analysed that legal risks in Murabaha Islamic 
financial transaction has negatively impacted interests of the parties involved in 
it. In contrast to the other investment options, it is considered as a highly risky 
due to high probability of bad debt risk. It has been analysed that banks can 
prevent harm from risks involved in this transaction through effective financial 
strategy.  
Conclusion: It can be concluded that Murabaha transaction is highly risky 
investment option in Islamic banking that have involved different legal risks, such 
as credit risk, liquidity risk, mark-up risk, operational risk, unauthorised 
agreement risk, transparency risk, commodity risks and others. It can be 
concluded that lack of new amendments in the Sharia system is the big issue 
that emerges risks in Murabaha financial transaction. It is crucial for Islamic 
banks and other parties involved in Murabaha to do proper scrutiny and 
processing prior undertaken this Islamic financial transaction.  
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1.1Introduction 
 
The aim of the present research study is to explore the legal risks 
associated with Murabaha, a type of Islamic financial transaction in Sharia law, 
taking Saudi Arabia’s banking firms/institutions as a case study. Sharia is the set 
of rules and the provisions that are helpful in governing the actions of people 
from Muslim community in the country.1 Sharia, as a set of religious principles, 
deals with several aspects of life, both public and private, of Islamic followers. 
Such aspects typically include business implications, religious rituals, crimes, 
warfare, and family life. It must be noted that in the past several independent 
jurists interpreted Sharia as their legal opinions were based on Quran. Even 
though Sharia is considered as a set of principles, some of its components are 
treated as laws; whereas, the others are considered as guidelines to live life. This 
introductory chapter therefore begins with an account of the history and 
principles of the Islamic finance industry, whose main distinguishing features 
include the prohibition of lending money with interest and the outright exclusion 
of uncertain and speculative transactions.2  
Islamic finance also requires the equal distribution of profits and losses 
with respect to the capital proportion.3 This chapter then discusses various risks 
inherent in Islamic financial transactions, and particularly with respect to 
Murabaha, before touching on possible methods to mitigate these risks.4 Next, it 
identifies the research gap to be bridged, the research questions to be 
addressed, and the aims and objectives to be met by the present study. The 
significance of the research can be seen in its contribution to the theoretical and 
practical development of the Islamic finance industry. The academic significance 
of this research is that it furthers conceptual, theoretical, and practical 
                                            
1
Muhammad Ayub, Understanding Islamic Finance (John Wiley & Sons Ltd 2007) 21; Natalie 
Schoon, Islamic Banking and Finance (Spiramus Press Ltd 2009) 19. 
2
Ginena, K. and Hamid, A. 2015. Foundations of Shariah Governance of Islamic Banks. New 
Jersey: John Wiley & Sons, p. 97.  
3
Azwar, A. and Tajudin, A. 2010. Overview of Islamic finance. [Online]. Available at: 
http://www.bankislam.com.my/en/Documents/shariah/OverviewOfIslamicFinance-
13122010.pdf [Accessed on: 8 September 2012]. 
4
Pock, A.V. 2007. Strategic Management in Islamic Finance. US: Springer, p. 45. 
9 
 
understandings of the Islamic financial system in general, of the legal risks 
associated with transactions within that system, and of the particular risks of 
Murabaha transactions.5  The aim of this PhD is also to fill the gaps in 
literature.People in most Muslims countries and many non-Muslim ones now 
have access to Islamic finance services, offered both by small niche banks and 
conventional ones, in response to increased demand for these services in 
countries with both high and low Muslim populations.6 This study has practical 
significance not only for financial institutions, but also for investors involved in 
Murabaha transactions, as it will safeguard their interests by improving 
understanding of the associated legal risks, such as rate of return risk, 
operational risk, equity investment risk, credit risk, market risk, and liquidity risk.7 
As the data in this research has been inferred and perceived taking into 
consideration the recent trends taking place in financial transactions conducted 
by Islamic banks in Saudi Arabia, the research has provided a theoretical base 
for further research studies on a similar topic.8 The conclusion drawn in the 
research has been supported by the evidence contained in the literature, which 
has assisted in improving the feasibility and authenticity of the research. This 
research will contribute in determining reasons associated with risky nature of 
Murabaha transaction as compared to the other Islamic financial transactions. A 
review of this research will contribute in determining issues that may be emerged 
in Murabaha transaction and way to deal with such issues at the best possible 
extent.  
 Murabaha, which has become the most commonly used form of Islamic 
financing, is a cost plus profit contract in which the bank does not share profit or 
loss, but acts as a financial intermediary.9 Islamic law, under which interest is 
illegal and unethical, did not initially approve of Murabaha, owing to the 
                                            
5
Archer, S. and Karim, R.A.A. 2007. Islamic Finance: The Regulatory Challenge. John Wiley & 
Sons, p. 62. 
6
Ibid, p. 82. 
7
Ibid, p. 89. 
8
Onnaway, L.S. and Powell, R.R. 2010. Basic Research Methods for Librarians. ABC-CLIO. 
9
 Islamic finance basics. 2007. [Online]. Available at: 
http://islamicfinanceaffairs.wordpress.com/2007/05/25/islamic-finance-basics-what-is-
Murabaha-ijara-and-musharakahmudarabah/[Accessed on: 23 March 2013]. 
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prohibition of riba.10.11This is due to the fact that all losses incurred in a 
transaction are to be borne by investors. The entrepreneur, in such cases, has no 
clause providing for recompense for efforts made unless and until the project 
undertaken is profitable. This chapter reviews the literature on the legal risks 
accompanying Murabaha as a means of financing trade.12 In pursuit of the 
objectives set out in Chapter 1, it addresses the identification and evaluation of 
these risks, along with the background and structure of Murabaha transactions. 
In Islamic countries like Iran and Sudan, an increasing number of banks 
operate in accordance with the religious principles derived from the Quran and 
Sharia law.13 Providers of financial services in Islamic countries now include 
commercial and investment banks, along with mutual insurance and investment 
companies.14 Banks are considered major contributors to the growth and 
development of the industry because of the range of financial services they 
offer.15In Saudi Arabia, Ramady notes that regulations recently introduced under 
the Banking Control Law support a “universal banking model” permitting banks to 
provide a wide range of financial services including securities, investments, and 
banking.16 They also strengthen and clarify the role of SAMA in regulating the 
Saudi banking system.17 Using enhanced supervisory powers, SAMA now issues 
rules, guidelines and regulations in line with international supervisory 
developments concerning liquidity, loan concentration ratios, capital adequacy, 
and reserve requirements.18 This information source has widely covered banking 
                                            
10
Ibid 
11
Ibid 
12
Islamic finance basics. 2007. [Online]. Available at: 
http://islamicfinanceaffairs.wordpress.com/2007/05/25/islamic-finance-basics-what-is-
Murabaha-ijara-and-musharakahmudarabah/ [Accessed on: 23 March 2013].  
13
Ayub, M. 2009. Understanding Islamic Finance. John Wiley & Sons. 
14
Ibid 
15
Ayub, M. 2009. Understanding Islamic Finance. John Wiley & Sons; Sundararajan, V. and 
Errico, L. 2002. Islamic financial institutions and products in the global financial system: 
Key issues in risk management and challenges ahead. IMF working paper.  [Online]. 
Available at: http://kantakji.com/media/8223/y144.pdf [Accessed on: 12 March 2014]. 
16
Islamic finance basics. 2007. [Online]. Available at: 
http://islamicfinanceaffairs.wordpress.com/2007/05/25/islamic-finance-basics-what-is-
Murabaha-ijara-and-musharakahmudarabah/ [Accessed on: 23 March 2013]. 
17
Ayub, M. 2009. Understanding Islamic Finance. John Wiley & Sons, pp. 114. 
18
Ramady, M.A. 2010. The Saudi Arabian Economy: Policies, Achievements, and Challenges. 
Saudi Arabia: Springer Science & Business Media. 
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regulations to regularise operations/activities of banks. Strength of this source is 
the coverage of other information for sustaining economic position. On the 
negative, this study is only found good to explore generalise information instead 
of exploring information in respective to the Islamic transactions.  
Another external factor that influences the legal risks of Murabaha is the 
basic law of Saudi Arabia.19Bowen argues that this restricts freedom of religion 
by designating Islam as the official religion; non-Muslim practices are neither 
protected nor recognised, being merely tolerated in private by the government, 
which signifies that anyone using Murabaha who is not Muslim is at risk.20 The 
basic law has also opposed the Muslim reform movements of the 19th, 20th, and 
21st centuries, which have sought to reinterpret various aspects of Islamic law to 
enhance social and economic development, personal autonomy, and 
participatory democracy.21The reforms were limited to some religious aspects 
and hence these obstructed development in the social and economic contexts. In 
contrast to this previous source of information, this source is found pertinent to 
the thesis that covered information of legal risk to Murabaha transaction. This 
describes basic law as the critical risk to the Murabaha. On the side of weakness, 
this source has presented reform in the basic law to the religious level instead of 
other aspects. This can be improved through exploring other aspects that 
imposed legal risks to the Murabaha transaction.  
Saudi law is nevertheless considered to be gradually becoming positivist, 
but its religious basis restricts the extent to which banks can hedge their 
positions with diversified portfolios.22The Sharia laws for regulating banking 
transactions are based on Islamic values, such as avoidance of risky 
transactions, which obstruct banking institutions from participating in global 
opportunities through confronting risk situations. The regulations in the oil and 
                                            
19
Ayub, M. 2009. Understanding Islamic Finance. John Wiley & Sons, p. 112-113. 
20
Islamic Finance Basics. 2007. [Online]. Available at: 
http://islamicfinanceaffairs.wordpress.com/2007/05/25/islamic-finance-basics-what-is-
Murabaha-ijara-and-musharakahmudarabah/ [Accessed on: 23 March 2013]. 
21
Bowen, W.H. 2014. The History of Saudi Arabia. USA: ABC-CLIO. 
22
Islamic finance basics. 2007. [Online]. Available at: 
http://islamicfinanceaffairs.wordpress.com/2007/05/25/islamic-finance-basics-what-is-
Murabaha-ijara-and-musharakahmudarabah/[Accessed on: 23 March 2013]. 
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gas sector are also very strict, creating risk for investment banks in transacting 
with this sector.23 Thus, all the legal characteristics of the country have a direct 
influence on the banking sector.24 Using an Islamic contract, therefore, does not 
only grant advantages, it also presents a number of risks, most of these relating 
to the fact that such contracts are dictated by religious principles. As context to 
this, the research discussion explores the legal risks of one type of Islamic 
transaction, Murabaha, along with subsequent causes. 
Furthermore, Borscheid et al. (2013) warn that banks face the legal risk of 
the unenforceability of finance-based contracts, whose fulfilment and the 
completion of transactions depend on national legislation and regulations.25  This 
source is good to understand legal risk faced by bank, and the manner in which 
any financial transaction is influenced by the prevailing regulations in a country. 
This source is found lacking to exemplify legal risks and its association with 
legislations enacted in a country. Such legal risks could be said to be external, in 
that national regulations directly affect business activities, while internal risks 
include violation of regulations and illegal or fraudulent practices by bank 
personnel.26 Legal risks are also components of operational risk. For instance, 
any bank that does not train its people adequately in the legal and regulatory 
frameworks is exposed to both legal and operational risks.27 Saudi banks are 
required to abide by SAMA rules and guidelines specifying maximum liability 
ratios, the issuing of guarantees, letters of credit, and other undertakings.28 
Managers who infringe these rules are subject to fines and may be prohibited 
from undertaking banking practices in certain operational areas for a specified 
                                            
23
Ibid 
24
The Kingdom of Saudi Arabia: An overview. 2012. [Online]. Available at: http://www.ca-
suisse.com/C12575DE004F6944/lkpResources/Insight%2014%20ksa%202.pdf/$FILE/In
sight%2014%20ksa%202.pdf Accessed on: 13 March 2015]. 
25
Borscheid, P., Gugerli, D. and Straumann, T. 2013. The Value of Risk: Swiss Re and the History 
of Reinsurance. UK: Oxford University Press. 
26
The Kingdom of Saudi Arabia: An overview. 2012. [Online]. Available at: http://www.ca-
suisse.com/C12575DE004F6944/lkpResources/Insight%2014%20ksa%202.pdf/$FILE/In
sight%2014%20ksa%202.pdf [Accessed on: 13 March 2015]. 
27
Ibid 
 
 
28
Ibid 
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period of time.29As Islamic banking is prominently evident in Saudi Arabia, all the 
risks discussed above are applicable in the country’s context.  
Islamic banks provide facilities to various stakeholders, e.g. customers, 
creditors, suppliers, and others, using a range of financial transactions, which are 
divided into two broad categories, depending on whether profit and loss are 
shared.30 The non-profit-and-loss sharing modes, also called mark-up, are open 
to credit risk, liquidity risk, and commodity price risk, among others.31 Murabaha, 
which involves selling goods and services at a fixed profit, has no facility for 
sharing profit or loss among the parties to the transaction.32 Instead, buyer and 
seller negotiate the mark-up between them. The transaction is completed in two 
stages. First, the asset owner gives the financier information about the asset and 
the purchase price, and then the financier purchases the asset from the owner, 
pays on the spot, and sells it at a higher price to the customer, who pays the 
amount in instalments.33Transparency is essential, so information about cost and 
profit margin is disclosed to all parties.34 
The legal risks facing Islamic banks constitute a significant area of 
concern for the banking system, as they directly affect the interests of investors 
and add complexity to the routine functioning of banks.35 For instance, liquidity 
risk makes it more difficult for banking institutions to provide funds or pay debts 
                                            
29
Center for International Legal Studies (CILS). 2010. Legal Aspects of Doing Business in the 
Middle East. 2
nd
 ed.. Huntington: Juris Publishing, Inc. 
 
 
30
Ariff, M. and Iqbal, M. 2011. The Foundations of Islamic Banking: Theory, Practice and 
Education. Edward Elgar Publishing. 
 
 
31
Ibid, pp. 96-98 
 
 
32
Borscheid, P., Gugerli, D. and  Straumann, T. 2013. The Value of Risk: Swiss Re and the 
History of Reinsurance. UK: Oxford University Press, p. 118. 
 
 
33
Ibid,  p. 125 
 
 
34
Sundararajan, V. and Errico, L. 2002. Islamic financial institutions and products in the global 
financial system: Key issues in risk management and challenges ahead.IMF working paper. 
[Online]. Available at: http://kantakji.com/media/8223/y144.pdf [Accessed on: 12 March 2014]. 
 
 
35
Hassan, M.K. and Lewis, M.K. 2007. The Handbook of Islamic Banking. Glos: Edward Elgar 
Publishing, pp. 19-125. 
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on time, reducing the confidence of investors and generating negative word of 
mouth.36 Similarly, operational and default payment risks increase the probability 
of a banking collapse and failure to meet targets.37Therefore, it has been 
concluded that the issue of Islamic legal risks is not only destructive for banking 
institutions; it also affects overall business growth and economic development.38 
Among the factors that give rise to legal risks for Islamic banking 
institutions, the most pertinent is the lack of a clear statutory framework, due to 
the adoption of different elements of common or civil law.39 Certain distinctive 
features of Islamic financial products are not easily supported by the prevailing 
laws. Indeed, commercial banks may be unable to offer these products, which 
are incompatible with the banking regulations in force in most jurisdictions.40 
Legal risks for financial institutions also arise from the failure of Islamic courts to 
enforce Islamic contracts, as well as from the nonstandard nature of such 
contracts, making negotiation difficult and transactions costly.41 Steps commonly 
taken to mitigate these risks include collateral securities, takaful coverage, fixed 
or advance deposits, modified asset ownership, Islamic insurance and standard 
frameworks.42 
MurabahaThis chapter reviews the literature on legal risks to Islamic 
banks arising from Murabaha contracts. It first sets out the conceptual 
                                            
36
Borscheid, P., Gugerli, D. and  Straumann, T. 2013. The Value of Risk: Swiss Re and the 
History of Reinsurance. UK: Oxford University Press, pp. 2-3. 
 
 
37
 Ibid, pp. 5-6 
 
 
38
Ariff, M. and Iqbal, M. 2011. The Foundations of Islamic Banking: Theory, Practice and 
Education. Edward Elgar Publishing. 
 
 
39
Hassan, M.K. and Lewis, M.K. 2007. The Handbook of Islamic Banking. Glos: Edward Elgar 
Publishing. 
 
 
40
Ariff, M. and Iqbal, M. 2011. The Foundations of Islamic Banking: Theory, Practice and 
Education. Edward Elgar Publishing. 
 
 
41
Hassan, M.K. and Lewis, M.K. 2007. The Handbook of Islamic Banking. Glos: Edward Elgar 
Publishing. 
 
  
42
 Ibid, p. 115 
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framework, then explores Murabaha and its structure, before turning to the 
associated risks and ways of mitigating them.43 It ends with a summary.  
The aim of the literature review is to submit the most important pieces that 
have influenced the content of the dissertation and my argument, which is that it 
is possible to mitigate the risks described above. 
 The following short summary serves as a conceptual framework for the 
study of developments in the financial market, which can be seen to mitigate the 
risks faced by banks and financial institutions engaged in Islamic finance. The 
context of this research is Islamic banking, which complies with Sharia law and 
related principles, including an ethical dimension.44This ethical dimension states 
that, if an economy is based on the Islamic value and principles, it will lead to an 
economic structure that will not only cater to the needs of the Muslims but will 
address humanity at large. Islamic finance offers a wide range of products and 
has become an integral and fast-growing component of the international financial 
market.45 The total assets of Islamic banks have increased and Islamic 
securitisation has enjoyed rapidly growing opportunities, while Islamic insurance 
services, or takaful, grew from US$1.4 to US$3.4 billion between 2004 and 
2007.46 This substantial recent growth in Islamic banking and finance has 
benefited society, investors, shareholders, and bankers alike.47 
 Within the Islamic financial system, Murabaha is a trade whereby parties 
to a contract for the exchange of goods and services disclose information related 
to cost and profit margin, giving them the opportunity to negotiate the profit 
margin, and where payment is made on the spot.48 Profit is in the form of a mark-
                                            
43
Hassan, M.K. and Lewis, M.K. 2007. The Handbook of Islamic Banking. Glos: Edward Elgar 
Publishing. 
44
Financing through Musharaka: Principles and application. 2008. Available at 
http://ifinanceexpert.wordpress.com/category/islamic-finance/page/10/  [Accessed on: 23 March 
2013].  
45
Ibid  
46
Islamic finance for development: Conceptual framework. 2010. [Online]. Available at: 
http://adfimi.org/dosyalar/seminerler/128/pdf/19.pdf [Accessed on: 23 March 2013].  
47
Ibid 
48
Hassan, M.K. and Lewis, M.K. 2007. The Handbook of Islamic Banking. Glos: Edward Elgar 
Publishing. 
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up, because Sharia law forbids the charging of interest or riba.49As ample 
information is available regarding the topic, the conceptual framework helps in 
identifying the themes and subthemes of the research, and provides a systematic 
framework to conduct the study. This also helps in determining the gap in the 
existing literature, which can be addressed with the current research. It also 
ensures that the literature that is to be reviewed is in accordance with the 
research aim and objectives. 
Sharia law requires Islamic banks to offer financial products that yield high 
returns on investment at the minimum level of risk.50 The main risks associated 
with Murabaha transactions considered here include liquidity risk, credit risk, 
default payment risk, and many others.51 Liquidity risk, in general terms, refers to 
the risk of not meeting the current liabilities of the business by making optimum 
use of assets held by the organisation.52 Cash is considered a liquid asset, as it 
helps to increase the purchasing power of other assets held by banks. All 
financial institutions are required to ensure that their liquidity position is apt to 
meet customers’ demand for the deposited cash at any time.53 If a bank fails to 
meet the demands of stakeholders, it faces a liquidity risk. Islamic banks tend to 
own illiquid assets in larger amounts as compared to liquid current assets and 
liabilities, as a result of mismanagement of their assets and liabilities.54 
Credit risk refers to the non-fulfilment or failure by borrowers to repay 
within the specified timeframe.55Price risk also applies to Murabaha,as the price 
of the goods being traded is fixed, such that the client cannot avoid payment of 
                                            
49
Karim, S.A. 2010. The Islamic Moral Economy: A Study of Islamic Money and Financial 
Instruments. Universal-Publishers. 
50
Hassan, M.K. and Lewis, M.K. 2007. The Handbook of Islamic Banking. Glos: Edward Elgar 
Publishing. 
51
Karim, S.A. 2010. The Islamic Moral Economy: A Study of Islamic Money and Financial 
Instruments. Universal-Publishers, pp. 110-112. 
52
Ibid, p. 113 
53
Ibid, p. 114 
54
Kettell, B. 2011. Islamic Finance in a Nutshell: A Guide for Non-Specialists. John Wiley & Sons, 
p.  85. 
55
Wilson, R. 2012. Legal, Regulatory and Governance Issues in Islamic Finance. London: 
Edinburgh University Press, p. 40. 
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the mark-up by making early repayments.56 The bank is exposed to ownership 
risk by having to maintain the assets until the client has made full payment. It is 
also at risk of incurring tax liabilities on the sale and acquisition of the asset.57 
The next section looks in more detail at the structure of Murabaha 
contracts.58 
The literature review will firstly look into the Murabaha contract to explain 
its content, structure, and operation. Malik et al. note that, throughout its long 
history, Islamic finance has flourished by offering products in compliance with 
Sharia standards of fairness. Islam focuses on ensuring justice and equity for 
society at large, giving equal emphasis to the various dimensions (moral, social, 
ethical, and religious). With finance and banking, the principle of fairness is 
essential to all the parties to assist them in taking a well-informed decision with 
no probability of being cheated or misled. These principles also help in reducing 
financial burden by adopting the principle related to the sharing of profit and 
loss.59 However, the authors warn of the challenges involved in the use of mark-
up in Murabaha instruments.60 The key rationale behind selection of Malik’s 
article is that it has provided detailed and crucial information relating to the origin 
of Islamic finance and its different attributes. The article is quite informative in 
nature and has provided crucial information about the values and propositions of 
Islamic finance.61 The information explored in the article is very much valuable 
and relevant to the study of the key principles of Islamic finance, and hence it is 
included for review in this section.62 
                                            
56
Karim, S.A. 2010. The Islamic Moral Economy: A Study of Islamic Money and Financial 
Instruments. Universal-Publishers. 
57
Siddiqi, A. and Hrubi, P. 2008. Islamic Investments Funds Versus Hedge Funds. GRIN Verlag,p. 
119-126.Visser, H. 2013. Islamic Finance: Principles and Practice. Edward Elgar, p. 11. 
58
Karim, S.A. 2010. The Islamic Moral Economy: A Study of Islamic Money and Financial 
Instruments. Universal-Publishers. 
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In addition, Malik et al. further stated that the more general problem of 
compatibility between Islamic and non-Islamic elements in finance is raised by 
the case of Blom Bank, of Lebanon, and a Kuwaiti investment company, TID, 
which failed to make repayment of a US$10m wakala, regarded as a crucial 
short-term equity instrument.63 To minimise the risk associated with the 
transaction, the bank had attached a promissory note to the instrument. TID 
claimed that the instrument should be declared void because this was not 
consistent with the norms of Islamic finance.64 This dispute highlights the 
incompatibilities between conventional and Islamic finance, which can generate 
legal risks.65 The key strengths of this article is the coverage of  descriptive 
information of the different kinds of risks that are associated with the different 
kinds of financial transactions.66 The research has provided a clear account of 
these risks with the help of crucial examples. The compliance of the risks with 
Sharia laws has also been explored in the literature.67 On the other hand, this 
source is lacked at the point of mentioning Murabaha transaction and is 
associated risks; however it mentioned risks associated with other financial 
transactions. Within this thesis, exploring of Murabaha risks will improve findings 
of Malik et al. by specifying one of the Islamic transactions risks.  
Notwithstanding these compatibility issues, Monger et al. assert that 
Islamic financial services have now moved into the mainstream.68A standard 
product of Islamic banking is Murabaha.69 This is why this dissertation focuses on 
Murabaha. This is a form of direct trading, facilitated through a participatory 
agreement that gives equal consideration to all parties to the contract. Ayub 
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explains that, in a Murabaha transaction, a bank purchases assets or goods from 
a third party on behalf of a client, to whom they are sold at a mark-up price.70 
This is described as a ‘cost-plus’ transaction, in which a fixed profit margin is 
added to the cost incurred in purchasing the assets. The bank undertakes the 
liability for compensating any losses incurred as long as the asset remains in its 
ownership.71 The structure of Murabaha is such that the selling price remains 
fixed even if the client fails to pay the agreed amount.72Ayub’s book was selected 
for review because it provides a rich picture of Murabaha as an Islamic finance 
transaction. The information provided in this book is quite easy and straight 
forward, enabling clear understanding of the entire process of Murabaha.  
In this regard, the findings of Ayub (2009) have been demonstrated as a 
relatively useful and knowledgeable source of information for this dissertation. 
The views of the author, as reflected in his book, titled ‘Understanding Islamic 
Finance’, states the practicality of the Murabaha financial transaction from the 
users’ viewpoint.73 It is observed that a Murabaha transaction can be used for 
different purposes, including trade financing, raw material, stock holding and 
acquisition, replacement, and consumer durables.74In this context, a Murabaha 
transaction is also used as a base for finance trading and leasing projects.75 
Murabaha transactions represent the most common and particular mode 
of financing trade; this form of financing is used for a range of purposes, such as 
salary and payment of recurrent expenses, inventory and raw material purchase, 
and fixed assets.76 Primarily, this transaction is useful for all dealings related to 
raw materials and inventory purchase.77In this way, Ayub’s book is considered for 
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the research work because it aims to deliver an intensive amount of information 
related to Murabaha Islamic financial transactions and their adherence with the 
banking and financial system.78 The selected book has provided a clear account 
of the Murabaha Islamic financing from users’ points of view. This book has 
explored the practical implications of Murabaha financing, and hence it is used 
for discussion in the literature review.79 Key strength of the findings by Ayub’s 
included comprehensive information coverage of Murabaha and its features. 
Besides that, knowledge enhancement related to the practical application of 
Murabaha is another key strength of this article. The issues related to this Islamic 
transaction is found less discussed under this research along with no relevant 
cases are presented to present Murabaha transaction and associated risks that 
are weaknesses of this study. 
 Memon argues that compliance with Sharia law means that products such 
as Murabaha must work in favour of human beings rather than corporate 
entities.80 He also estimates that Murabaha transactions account for around 40% 
of the total financing of Islamic banking institutions.81 This indicates the 
importance of Murabaha in Muslim countries in terms of risk, profitability, and 
financial soundness.82 From users’ viewpoint, Murabaha can be used for different 
purposes, including the financing of trade and leasing projects, stock holding and 
acquisition, payment of salaries and recurrent expenses, or the purchase and 
replacement of raw materials, fixed assets, and consumer durables.83 Memon’s 
article was selected for analysis as it is a fairly informative piece of work, which 
includes tools and techniques generally used in the domain of Islamic 
finance.84In respect to this, his thesis can be used as a point of discussion 
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regarding the functioning of Islamic banking institutions; it provides an ample 
amount of knowledge about Murabaha financial transactions and their usage in 
the Islamic financial industry, which are the major points of discussion in the 
current research work.85 The article is quite informative and useful, as it provides 
a clear account of the need of Islamic financial transactions to comply with Sharia 
law.86  This literauture source is a very good source of information as it has 
illustrated descriptive information on the Islamic financial transactions. The article 
is quite informative and useful, as it provides a clear account of the need of 
Islamic financial transactions to comply with Sharia law.87 The article has 
explored Murabaha financing in a detailed manner, outlining its crucial process 
and requirements, and this is the key reason that this article is included as a 
source for review on this topic.88Therefore, it provided for solid material to explain 
the contract before engaging with the mitigations of the risks. Despite these key 
strengths of this source, it has one weak area that it has not quoted any direct 
examples of key risks involved in the Islamic financial transactions.  
Murabaha, which was originally considered a simple sales transaction, 
has more recently been converted into a method of financing, owing to the 
difficulties and risks involved for Islamic banks undertaking the profit-and-loss 
sharing mode of financing.89 The mark-up is disclosed to all parties involved in 
the transaction, giving the client the opportunity to negotiate this fixed percentage 
profit margin to be added to the cost price. Siddiqui notes that the client may 
repay either as a lump sum or in instalments. There is also a possibility that the 
client and the supplier are sister concerns or that the client acts as the agent of 
the bank and purchases the goods from the supplier.90 Moreover, Islamic banks 
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that are interested in establishing a separate department for merchant banking 
can purchase financial products from vendors, again agreeing the terms, 
including profit, with the purchaser.91 Thus, Murabaha is transformed into a 
means of finance meeting Sharia requirements. Siddiqui further states that, in 
particular, the requirement for an interval between the purchase of the asset by 
the bank and its resale to the client means that the bank bears the risk of any 
damage occurring to the property before it is sold on to the client on the agreed 
terms.92 
In addition to the basic structure of Murabaha, there is a form called 
‘reverse Murabaha’, in which a bank or corporation regarded as a floating-rate 
payer sells commodities to the swap counterparty at a pre-agreed price.93 The 
transfer of the asset takes place on the date on which the transactions have been 
performed. The fixed-rate payer sells the commodity to a different broker and 
makes payment to a floating-rate payer by a deferred mode.94 The fixed-rate 
payer sells the commodity to a different party in order to generate cash.95 The 
article by Siddiqui has provided detailed information about reverse Murabaha and 
its structuring, as well as the process followed in Islamic banking for this kind of 
transaction.96   
As per Uberoi and Evans (2008), besides the basic structure of Murabaha, 
there is also use of reverse Murabaha, in which banks or corporate entities that 
are regarded as floating-rate payers sell commodities to the swap counterparty at 
a pre-agreed price.97The transfer of the property takes place on the date on 
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which the transactions have been performed.98 This information is also invaluable 
to gain a good understanding of Islamic financial principles, which serves as a 
key rationale for the inclusion of this article in the literature review section. The 
study has presented descriptive information about Murabaha financing, however 
the key weakness of this source is that it has not presented practical implications 
of the financial aspects presented in the study.   
Jalil and Rahman emphasise that the Quranic and Sharia principles 
governing Islamic finance not only forbid the charging of riba on loans, they also 
promote the provision to needy people of qard al-hasan, meaning loans without 
interest, mark-up, or a share in the business for which the loan was made.99 
Islam also encourages businesses to invest any surplus money in different 
investment opportunities, the return received being regarded as halal 
(acceptable) profit. Murabaha is a form of trading contract based on sale.100It is 
also considered a debt instrument, because the client is not required to pay the 
cost plus mark-up price on the spot but is enabled to make deferred payments.101 
While full information related to the cost and the negotiated mark-up is disclosed 
to the parties, bringing transparency to the operation, the fact that the client (i.e. 
the ultimate purchaser) incurs a debt introduces the risk that this party may 
default on payment.102 Other legal risks inherent in Murabaha contracts include 
price risk, credit risk, and operational risk.103 
The global growth and development of Islamic banking is illustrated by the 
fact that banks, mortgage providers, and investment companies operating in the 
US have increasingly chosen to use its financial instruments.104Such institutions 
have, for example, adopted Murabaha to finance commercial and residential real 
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estate transactions.105 Here, the floating-rate payer buys goods from a seller at 
cost price and sells them at a fixed price of cost plus profit to a fixed-rate payer, 
who in turn sells them to a broker to generate cash. Murabaha is considered a 
debt financial instrument, as the purchaser pays in instalments.106  The key point 
of strength of this study includes comprehensive information of Sharia legal 
system and Murabaha financial transaction. The depth information of the growth 
in Islamic finance is also enhanced with studying this article. The examples of 
legal cases to support explanation of Murabaha functioning is not clearly 
mentioned that is major limitation of this study. This can be improved in this 
thesis through reviewing legal cases of Murabaha dealings.   
Having established the basic structure of Murabaha and its growing 
importance, this section turns to the different types of legal risk associated with it, 
the most common of which are credit risk, mark-up risk, cancellation of clients’ 
promises,default on payment, liquidity risk, operational risk, commodity risk as a 
result of clients changing their minds, and refusal to honour promises.107 Credit 
risk, default risk, and liquidity risk arise in the event of non-payment by the client. 
Murabaha transactions are also subject to various kinds of operational risks, 
including clients breaking their promise to purchase the assets from the bank.108 
The absence of explicit and effective measures for preventing such non-payment 
can be considered the major risk factor associated with this type of financial 
transaction.109 Islamic banking is particularly vulnerable to operational risks, 
which Izhar considers more critical than market and credit risk, for example, and 
which thus demand close attention from practitioners and regulators.110 
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Izhar has specifically focused his attention on the banking sectors and its 
regulations.111 In this regard, the author has aimed to demonstrate in his findings 
that, with specific reference to the banking sector, operational risks can be 
considered highly critical relative to market and credit risks.112 The author has 
reflected these findings on the basis of his research and survey of 27 Islamic 
banks. However, due to the small sample size, the findings of Izhar seem to be 
biased, as there are a number of other literatures studied in this research work 
that aim to explore the criticality and significance of other types of risks, including 
legal and credit risks in the banking sector.113  .In critique to the above study, this 
study had covered examples of Islamic banks that is key strength of it .However, 
this article has presented legal risks to the Islamic banks in the general context 
instead of Murabaha transaction.    Visser and Visser add risk of asset damage, 
risk of delayed payment, and risk of non-compliance with leasing agreements to 
the above list,114 while Sundararajan (2006) emphasises the critical nature of lack 
of liquidity that is sometimes associated with instruments such as Murabaha.115 
As the primary aim of Islamic financial law is to prevent the accumulation of 
money and to ensure that it is used for the betterment of society as a whole, the 
lack of assets in liquid form and the complexity of accessing essential assets in 
times of financial emergency are critical aspects of Islamic finance. Thus, Islamic 
financial instruments tend to be particularly prone to liquidity risk.116 Credit risk is 
also high in Murabaha financing, because the assurance of securing payment 
depends wholly on the customer’s promise.117 This article has discussed the 
different kinds of risks that are involved in Islamic financial transactions. Owing to 
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such crucial reasons, this literature has been taken into consideration within the 
literature review section of the research work.118 In addition, some critical risks 
associated with Murabaha Islamic financial transactions have also been 
elaborated by Sundararajan (2006). It is also reviewed that there can be 
enormous ways through which some critical risks related to Murabaha Islamic 
financial transactions can be generated.119 As per the research conducted by the 
author, lack of liquidity can sometimes become quite a critical situation for 
business organisations that undertake Islamic financial instruments such as 
Murabaha.120 
As regards the types of operational risk affecting Murabaha transactions, 
Izhar classifies these as Sharia compliance risk, fiduciary risk, people risk, legal 
risk, and technology risk. Sharia compliance risk may occur if the bank provides 
money in place of a commodity.121 This leads to the exchange of money in return 
for the commodity, which is prohibited by Sharia law. In this situation, payment of 
an amount greater than the principal amount in exchange for the commodity 
constitutes the application of riba (interest), which Sharia forbids.122 Fiduciary risk 
may arise in the event of non-compliance with the exchange of the commodity 
against a financial consideration, as agreed in the contract.123 People risk arises 
when the buyer fails to make a payment to the financer on the due date and in 
accordance with the agreed terms and conditions, or when the seller fails to 
provide the commodity as specified in the contract. Legal risk may occur because 
the profit cannot be equal to the interest, as it is tied with the commodity. In many 
countries, there is a prohibition on capping the interest rate, but not the profit 
rate, which can cause legal problems for the parties to a Murabaha contract.124 
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Finally, technology risks arise from the rapid changes taking place in the 
business environment, including the introduction of innovative technologies for 
carrying out transactions.125  
The inability of some parties to Murabaha transactions to adopt such 
technologies successfully can lead to technology risk.126Besides, fiduciary risk 
may also arise in the event of non-compliance with the exchange of commodity 
against financial consideration as agreed in the contract.127 In addition, people 
risk arises in the Murabaha transaction in situations when a party fails to make 
payment of the price to the buyer on the due date and as per the agreed terms 
and conditions.128The strength of Izhar’s article is that it explored the ways in 
which failing to comply with Sharia principles gives rise to risk factors in Islamic 
financial transactions. The example of Islamic banks to support explaining legal 
risks is found lacking in this article. .129 
According to Abdul-Rahman (2010), an alternative analysis of the risks 
involved in Islamic modes of financing entails the division of these into credit risk, 
market risk, and operational risk. In complex financial transactions such as 
Murabaha, based on sales, credit risk may arise in the form of failure to pay for 
goods or commodities as agreed in the contract.130 In the Murabaha contract, 
debt takes the form of money rather than commodities, and this risk arises due to 
the significant influence of external factors.131 Market risk may result from 
frequent changes in the price of the asset or the commodity purchased by the 
bank, or because of changes in the market interest rate, as banks use 
benchmark interest rates to determine the price of various financial products.132  
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Jamaldeen adds that Islamic financial transactions may be affected by 
foreign exchange risk, such as in cases where the bank allows the customer to 
make payment for the commodities sold in a foreign currency.133This may result 
in a decline in the value of the commodity, and the bank may incur a loss as it 
receives a lower amount when translated into the domestic currency.134 This was 
also to be considered in this dissertation.  
Izhar (2010) lists the risks facing Islamic banks, from their various financial 
transactions, as credit risk, asset risk, rate-of-return risk, fiduciary risk, market 
risk, legal risk, and non-compliance with Sharia principles.135 In the case of 
Murabaha, asset risk arises before the sale of assets to clients. Banks incur 
expenses in monitoring, managing, and maintaining these assets intact. 
Developments in the financial market and in governmental activities also give rise 
to asset, rate-of-return, and price risks.136 Non-compliance with Sharia law 
adversely affects the credibility of the banks concerned; however,in order to 
attract and retain customers, Islamic banks seek to offer rates of return to 
depositors similar to those offered by conventional banks.137 Other risks arise 
from the lack of variety of money market instruments and from uncertain legal 
and regulatory frameworks.138 There is also a default risk associated with 
Murabaha transactions, as clients may not provide money against payment for 
the commodity, as per contractual terms, leading to the formation of a debt if the 
contract is created for the long term.139The study of these risks helps in 
addressing the aim and objectives of the research study. This not only discusses 
the various risks associated with Islamic financial transactions, but will also assist 
in developing the strategies and techniques for mitigating these risks. 
According to Karim and Archer, the legal risks attached to Islamic banks 
include the absence of detailed legal frameworks; invalid, unauthenticated, or 
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unreliable legal documents; uncertainty regarding Sharia compliance; and 
secular legal-political systems.140 This has been noted in the research conducted 
for this dissertation. The result may be that legal enforceability is compromised, 
as the party involved cannot sue the counterparty. Such a legal risk, in the case 
of a Murabaha financial transaction, may arise if the party defaults on payment or 
loses a major part of the amount invested in the transaction.141 Alternatively, legal 
risk may arise from the absence of clear and precise information about the rules, 
regulations, norms, beliefs, procedures, and policies under Islamic law.142 Thus, 
parties face difficulty in clearly defining their duties, responsibilities, and authority, 
and in making effective and efficient decisions.143 The absence of proper 
documentation of the terms and conditions of the contract will also limit 
transparency among the parties, which in turn will adversely affect their level of 
commitment and motivation.144 Finally, if disputes arise among the parties, these 
may be difficult to resolve because of unpredictable dispute resolution 
processes.145 These issues have been reported during performance of my field 
work in Saudi Arabia, and I will address them in this dissertation. 
Ahmed warns that Islamic financial transactions face difficulties and risks 
because the large number of regulatory authorities seeking to monitor them may 
result in redundancy and reduplication, making it difficult to complete transactions 
in a timely manner.146 It is often unclear what documentation must be completed 
to satisfy the requirements of the various local and national agencies for full 
disclosure of information in the interests of transparency.147 In addition to this, 
market risk also arises because of the changes taking place in the market 
interest rate, as banks use benchmark interest rate to determine the price of 
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different financial products.148The informative section of this article is very much 
information as it has provided information related to financial risks in different 
modes of financing in Islamic financing process. This information comprises an 
integral part of this research work, and hence it is given value in this study.149 
Besides this, a preparation of risk reports helps to provide information regarding 
the different risks involved, including credit risk, operational risk, liquidity risk, and 
market risk.150 There is also a requirement to adopt different measures to 
mitigate the risk, such as a liquidity management system, legal reforms, deposit 
protection system, and lender of last resort.151The information taken from this 
source is used further in generalising a number of valid conclusions.   
As financial markets become increasingly interdependent and integrated, 
the possibility of rapid infectivity grows, multiplying the legal risks for Islamic 
banks and leaving less and less space for measures to mitigate these 
unexpected risks.152 This makes it ever more urgent to identify the main sources 
of financial risk faced by Islamic banks and their stakeholders,153 so that risk 
management techniques can be used to prevent a situation in which Islamic 
banking fails to cope effectively with the new global financial environment.154 
Ahmed’s book is useful to derive findings and outcomes for my thesis. Moreover, 
the book posits that, if the objective intensity of risks in the system continues to 
be unaltered, inadequate interpretation of the new environment can generate a 
sense of a greater risk.155 In this situation, it is essential to focus on risk 
management to maintain the effectiveness of Islamic financial markets. By 
including such information in my thesis, it would be easy and possible to perform 
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an in-depth analysis and evaluation on the thesis subject.156 However, the 
presented research article also features a critical knowledge gap. For instance, 
the research work does not reflect the procedures and specific aspects of 
financial risks that can be addressed with the help of various crucial tools such as 
Murabaha contracts.157In this way, this literature suffers some critical issues and 
complications, which may be resolved with the help of the findings from the 
current research work.158 
Schoon (2011) states that the various risks of concern include interest rate 
risk, credit risk, price risk, counterparty risk, leverage risk, operational risk, and 
business risk. Liquidity risk arises from the inability of banks to meet their 
liabilities, while a major source of interest rate risk is the mismatch between the 
volume, maturity period, and type of asset, as well as banks’ liabilities.159 Credit 
risk occurs when the bank is incapable of recovering payment from the 
counterparty, and a fault has occurred due to a delay in the provision of the 
service or product as required by the contract.160Knowledge about this risk 
helped in understanding the various risks associated with Islamic finance and 
Islamic banking. This has also provided an overview as to which techniques will 
be appropriate to mitigate the risks arising from Murabaha financial transactions.  
According to Kayed and Mohammed, the risks affecting Islamic financial 
transactions include credit risk, systematic risk, liquidity risk, market risk, and 
operational risk.161 The recent depression in economic activity caused a 
significant decline in the value of investments, while the insufficiency of funds in 
the market led to a failure to meet financial obligations and a consequent liquidity 
risk.162At the same time, changes in the technology used to conduct financial 
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transactions have magnified operational risk.163 Behind the above risks lie a 
range of factors, including political and economic ones.164 Political factors include 
changes in trade policies, procedures, rules, and regulations established by 
governments and regulatory bodies, in the form of funding, initiatives, and grants, 
among others.165 Liquidity risk arises due to the presence of long-term assets in 
large proportion, reducing the ability to cover short-term liabilities.166 This leads to 
a mismatch between them in terms of maturity, time-period, etc.167 The article is 
included in the literature review section as it has provided information related to 
credit risk and liquidity risk, which are crucial elements in the evaluation of 
Islamic financial transactions. Economic factors include changes in business 
cycles, specific industry factors, customer and end-user drivers, interest, and 
exchange rates.168 Credit risk also arises when borrowers and clients repeatedly 
fail to make payments as contracted, resulting in the formation of debt, which 
weakens the solvency of banks. Liquidity risk arises from maturity mismatch, i.e. 
overreliance on long-term assets to pay short-term liabilities.169 All of these 
issues will be addressed in this dissertation. 
Another categorisation of legal risks affecting Murabaha transactions is 
that of Hawary et al., who identify business, treasury, transaction, governance, 
and system risks.170 Treasury risk includes asset liability management risk, 
which, again, is mainly caused by the use of long-term assets to meet short-term 
liabilities; this has an adverse effect on the bank’s capital.171 Business risk 
includes displaced commercial risk, which arises from the difference between the 
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performance of assets and the expected returns on liabilities. The intense level of 
competition within the industry is another source of business risk.172 
To conclude this section, it is useful to consider the various sub-divisions 
of operational risk recently identified by Dar et al. as significantly affecting the 
decisions of stakeholders in Islamic financial transactions.173 These consist of 
technology risk, people risk, Sharia non-compliance risk, fiduciary risk, and 
reputation risk. Technology risk, as noted above, arises from changes in the 
technologies used to perform transactions.174 A related risk is the shortage of 
skilled labour required to carry out supporting activities. Sharia non-compliance 
risk occurs where money is exchanged against a commodity, as this amount to 
riba.175 An important source of fiduciary risk is mismanagement of assets and 
liabilities, which creates debt for the bank and adversely affects its financial 
structure.176 The consequent weakening of the bank’s creditworthiness has an 
adverse effect on stakeholders and on the likelihood that timely payments will be 
made, thus constituting a major risk to reputation.177 
After reviewing the article on ‘Islamic Modes of Finance and Associated 
Liquidity Risk’ by Ali (2010), it is inferred that liquidity risk is highly decisive, as it 
has played a great role in the bank collapse. In my thesis, this information is 
useful to depict liquidity risk and its direct impact; for example, liquidity directly 
harms business and investment interests by turning down the confidence of bank 
depositors and investors.178 The main factors leading to liquidity risk are 
presented critically in my thesis. Operational and credit risks are the major 
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factors or causes that give rise to liquidity risk.179 This information contributes, in 
my thesis, to the definition of measures for mitigating liquidity risk.180 In his 
article, Ali discusses one of the approaches available for coping with the liquidity 
risks in Islamic banks, namely salam contracts and their procedures.181In the 
article reflected by the author intensive and crucial information regarding the 
baking contracts and legal procedures followed for the purpose of addressing 
different types of risks have been elaborated in the most dominating manner.182 
In this regard, the article has specifically focused on liquidity risks and the related 
regimes within the orientation of the entire financial structure of the market. The 
article has also focused on different crucial perspectives and modes for the 
purpose of preventing financial fraud and related issues, which can prove quite 
crucial and critical for business organisations operating at an international 
level.183 In the context of existing research, the prime rationale behind the 
inclusion of this research article is that it has empirically focused on the Islamic 
tools and techniques used by banking organisations for the purpose of mitigating 
liquidity risks.184 However, this article only discusses liquidity risks and their 
mitigation through Islamic financial tools, while other critical and common risks, 
such as currency risks and credit risks, which are quite common in international 
financial regimes, have not been discussed critically in this article. This 
represents one of the significant knowledge gaps in the article, which needs to be 
fulfilled in the article.185 
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This section reviews some of the extensive literature on ways to mitigate 
the legal risks of particular concern to the Islamic banking system.186 For 
instance, fiduciary risk can be mitigated by the provision of strict regulations, 
which will also help to maintain shareholders’ trust, while the risk of disruption of 
payment can be made less severe by regulations imposing appropriate 
penalties.187 The information from this article is useful to identify actions that 
have been undertaken for resolving risks and assessing their effectiveness in 
terms of lessening risks and further generalise key points and findings from the 
thoughts of this article for my thesis.188 This literature has been taken into 
consideration within this research work, as it aims to explore the legal risks, 
specifically for the purpose of making the discussion more effective and 
evidential.189 It also focuses on highlighting the experiences of different financial 
business organisations that have faced legal risks in financial transactions across 
the globe.190 The literature has raised the issue relating to risks of disruption of 
payments, which can be considered quite severe in the context of international 
financial transactions.191 In relation to this, the inclusion of the literature in the 
research work is intended to explore the concept of risks in legal terms, with 
specific reference to international business transactions.192  
However, it does not explain the risks of payment disruption in terms of 
Islamic financial and banking regimes, which can be considered as one of the 
major gaps in this piece of research.193 In this context, the presented research 
work aims to explore this research gap intensively.194Some of the steps Mounira 
recommends for addressing credit risk, liquidity risk, and risk of payment default 
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or destruction include proper management, designed to uphold depositors’ 
confidence;195 the setting of credit limits for counterparties; clear procedures; 
proper documentation; collaterals; and guarantees.196This is a fairly useful article 
on Islamic legal risks and ways to lessen or control these legal risks, which will 
ultimately assist in addressing the final objective of the thesis.197This article has 
been taken into account within the research work as this is an empirical study 
that aims to explore the overall theatrical perspectives that are generally applied 
in a real-life financial transaction.  Furthermore, this article can be used for the 
purpose of revealing the effectiveness of Islamic financial laws and their legal 
implications on companies’ business transactions. In direction to this, from the 
perspective of the empirical evidential findings of the research, the findings of 
these research articles explore the measures undertaken by Islamic financial 
institutions in order to address issues related to payment defaults.198 However, 
Mounira’s article simply highlights a reactive approach for recovering from the 
payment default issue, but it falls short of exploring the proactive measures 
elaborated in the Islamic financial regimes for the purpose of addressing legal 
and financial risk, which can be considered as one of the major knowledge gaps 
within the article.199 
Liquidity risk is of particular importance because of its role in the recent 
banking collapse.200 It directly harms business and investment by reducing the 
confidence of depositors and investors.201 Since it often arises from operational 
and credit risk, one way for Islamic banks to mitigate liquidity risk is to use salam 
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contracts.202 In addition, Schoon (2010) provides an in-depth analysis of certain 
other steps, including collateral arrangements, fixed deposit amounts, asset 
ownership and the imposition of penalties, which can be taken to handle and 
avoid such risks. For instance, collateral or guarantee arrangements can prove 
beneficial in mitigating the credit, liquidity and operational risks involved in 
Murabaha transactions.203 In this context, collateral is an arrangement whereby 
the bank establishes a kind of security for a financial transaction by taking 
possession of property on behalf of the client, and guarantees to reimburse any 
expenses and rents due on such property.204 I have identified further information 
on the collateral or guarantee arrangement that is useful in controlling the legal 
risks of the Islamic banking system.205 
From the viewpoint of Harwood (2006), collateral is a type of arrangement 
that establishes a kind of security in financial transactions by taking possession 
of property on behalf of the client, and guarantees to reimburse any kind of 
expenses and rents due on such property.206 In this thesis, the above reviewed 
information from Harwood’s study results in the achievement of relevant 
outcomes to address the defined aim and objectives.207 The study and the 
findings of Harwood can be considered quite vital and crucial in efforts to explore 
the existing knowledge gap in this field of research.208 The primary focus of the 
author’s findings is on shipping functions and their effective accounting, which 
aims to produce some clear inferences regarding securitisation and its relevance 
in the context of Islamic finance.209 In addition, the presented findings of the 
author reflect the securitisation of assets for the purpose of borrowing capital 
amount is quite common, which can result in making liquidity and capital credit 
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risks more critical and prominent.210In this regard, this article only highlights the 
criticality of such types of financial transactions; rather, the research work does 
provide any crucial information regarding measures used for the purpose of 
addressing such crucial risks.211 In addition, this article does not reflect any 
critical usage of Islamic financial transactions in handling risk, which is the prime 
theme of the research work. In this way, this is the primary knowledge gap within 
the research article, which will be filled effectively with the help of the research 
findings?212I will refer to Harwood’s work at a later stage in this thesis.  
Hasan and Dicle (2006) also suggested that various aspects of the Basel 
II accords, including internal controls, external audits, capital adequacy, and risk 
management techniques, are useful in addressing some of the risks 
accompanying Murabaha transactions, such as credit risk, risk of late financial 
compensation and payment, mark-up risk, and longer maturity terms.213 These 
aspects help in accruing knowledge about the risks associated with financial 
transactions and the techniques that can be used for mitigation of such risks. 
Basel II is discussed further in Chapter 4.214 
Proposed measures to mitigate the legal risks commonly found to affect 
Murabaha transactions can be used to recover losses in the event a customer 
breaks his promise to lease an asset or defaults on payment.215 This information 
is relevant and helpful in supporting the argument of identifying legal risks linked 
to Islamic products, as well as the extent to which different actions suggested by 
different scholars have effectively contributed to lessening the seriousness of the 
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identified risks.216 Following critical review of the book, I have gained a good level 
of knowledge about effective actions for controlling the impact of these risks on 
Islamic banking functions and investors’ interests, which is useful to my thesis, 
particularly in completing the section on potential actions to mitigate legal 
risks.217 Overall, this book has greatly contributed in supporting the critical 
arguments and objectives of the dissertation. Zahan and Kenett argue that, along 
with advance deposits, risk hedging is a vital tool to ensure the long-term 
success and sustainability of any financial system, whether Islamic or 
conventional.218 In the case of Islamic banking, they also recommend takaful 
(insurance) as a risk mitigation instrument.219 However, the research article 
nonetheless contains a critical research and knowledge gap. This article only 
elaborates Murabaha financial transactions within financial transactions within 
Islamic banking and financial regime.220 Along with Murabaha, there are a 
number of other crucial tools related to Islamic banking transactions and 
systems, which can also be used by banks and financial institutions for the 
purpose of averting crucial issues related to Islamic banking transactions.221In 
addition, the article does not reveal any critical information about any financial 
and legal risks related to financial transactions.222 
Banks and financial institutions should adopt a range of measures to 
mitigate the various legal risks of Murabaha, according to Ahmed.223 They should 
establish risk management systems to identify, measure, and manage the risks 
involved, including the creation of internal controls and the establishment of an 
internal rating system, involving the collection and storage of information related 
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to the risks faced in these transactions, as well as provisions or contingency 
plans for dealing with them should they arise.224 This would help to bring 
transparency to the operations of banks, as they would be required to disclose 
information about their accounting standards, the risks involved, and the quality 
and adequacy of their capital.225 Risk reports should be prepared, providing 
information regarding the various types of risk outlined in the previous section. 226 
There is also a need to adopt risk mitigation measures, including the 
establishment of liquidity management and deposit protection systems, legal 
reforms, and the designation of a lender of last resort.227 Parties should be 
required to analyse and evaluate the risks involved in order to set a cost plus 
mark-up price. In addition, collaterals and guarantees can be required from the 
payer to ensure the timely receipt of payments due.228 Credit risk can be 
mitigated by setting credit limits for the parties involved in any transaction. To 
maintain the right balance between profitability and safety, proper consideration 
must be given to liquidity requirements, so that Murabaha helps to generate 
liquid assets, thus increasing the liquidity of the financing organisation.229This 
information will assist in identifying the appropriate techniques that can be used 
for managing the risks that are caused by Islamic financial transactions. This 
information will also help in fulfilling the research objectives and identifying the 
solution for the research problem. 
Karim and Archer assert that banks should demand guarantees and 
warranties, and should require customers to pay a deposit, so as to mitigate the 
risks associated with each financial transaction.230 There is also a need to 
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manage the risk-sharing properties of investment accounts, both restricted and 
unrestricted.231 Proper management of the risk-return mix, especially in 
unrestricted investment accounts, helps to reduce the adverse impact of risks on 
stakeholders.232 
Banks and their business partners should build and maintain 
comprehensive databases to which they can refer to find details of the past 
performance of the potential parties to a transaction, in order to assess the 
probability of default, according to Kayed and Mohammed.233These authors also 
advocate the adoption of collateral and institutional or personal guarantees 
against credit risk, as well as the development of new hedging products in 
compliance with Sharia law, thus mitigating the price and market risk.234 Finally, 
they agree on the need to maintain sufficient liquidity to meet the requirements of 
payment and withdrawal.235 
The Islamic Financial Services Board (IFSB) has set out financing 
strategies that it deems appropriate for companies, financial institutions, and 
banks, including the use of various instruments, according to Sharia principles, in 
order to mitigate the credit risks arising at different stages of a financial 
transaction.236 Its guiding principles require the establishment of an effective 
liquidity management framework to mitigate liquidity risks.237 Banks should 
conduct due diligence reviews to gather information on the creditworthiness of 
the other parties.238 Exit strategies should also be put in place to allow parties to 
withdraw their investment in a transaction if necessary.239 Finally, the parties 
should agree on clearly defined roles and duties in order to ensure that the 
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contract is fulfilled effectively and efficiently.240All this information is used in order 
to address the research questions, as well as for generalising the findings of the 
research study.  
The need for financial organisations to evaluate the creditworthiness of 
other parties, in an environment where globalisation has greatly increased the 
number of potential trading partners, is confirmed by Dar et al.241 They suggest 
that this should be done by establishing a credit rating system as part of a wider 
risk management system, which would also operate internally, monitoring the 
performance of employees and other members of the organisation to identify 
actions with the potential to cause risk, then taking appropriate action to mitigate 
those risks.242In order to face intense competition in a globalised world, it is 
necessary that the creditworthiness of financial organisations is evaluated. This 
will ensure organisations are capable of entering financial transactions and are 
informed about the various risks associated with such transactions. This will, 
overall, reduce the risks and address the aim of this research.   
Al-Bashir asserts that there is a need to develop a derivatives market in 
the Islamic financial system, in order to manage risks in an appropriate manner. 
Islamic banks have large quantities of long-term assets that are funded by short-
term deposits.243Thus, a broad range of financial products should be developed 
in order to mitigate the risks associated with this structure.244 It is also essential 
to obtain and store information regarding the risks that banks and other 
organisations face when entering into different financial transactions.245 Banks 
should also obtain guarantees from institutions and individuals against the risk of 
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non-payment for goods and services provided.246With the help of the literature, 
the information about the various aspects and dimensions of the Islamic financial 
market and Murabaha transactions and the manner in which it will affect the 
parties to the transaction. 
Schoon (2011) notes that the rules of Islamic finance forbid gambling, 
interest, and uncertainty, which helps to restrict the occurrence of risk,247 while 
banks and other finance providers operating on Islamic principles may adopt 
various measures to mitigate the legal risks that do arise.248 Thus, banks use 
value-at-risk measures to evaluate and minimise their impact on stakeholders.249 
The risk associated with changes in foreign currency exchange rates can be 
addressed by establishing exchange controls, charged to the relevant parties.250 
If the credit rating of a party is below an acceptable level, credit default swaps 
can be used as a means of speculation to control the associated risk, as long as 
these are Sharia-compliant.251 Finally, assets should be diversified, i.e. allocated 
in a proportionate manner, in order to control and mitigate risks associated with 
the investment.252 The article presented by Schoon is an important and effective 
piece that aims to explore the impact of legal risks and the rationality of the 
practices used for the management of such critical risks in the most effective and 
essential manner.253The article has also referred to the use of swaps and other 
Sharia-compatible funds for the purpose of preventing losses arising from 
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currency and credit risks. In this regard, the inclusion of this article is intended to 
make the research more compatible and effective.254 
This chapter has critically reviewed a range of relevant books and articles 
that together provide detailed knowledge of the topic of this thesis and constitute 
a conceptual framework for the study. In particular, this digest of secondary 
sources, both academic and organisational, provides introductory information on 
Islamic banking, Murabaha transactions, the legal risks commonly associated 
with Murabaha, and the various mitigation actions and strategies that have been 
proposed and/or used to lessen the impact of these risks.  
As discussed in earlier sections, Murabaha is a type of Islamic financial 
transaction whereby a third party is involved in the buying and selling of 
commodities. It is a sale-based transaction in which a bank, at the request of a 
client, purchases a commodity from a vendor at cost price, then resells it to the 
client at cost plus mark-up. The mark-up price is negotiated between the parties 
involved and all information relating to the cost of the goods is disclosed to 
ensure transparency.  
The legal risks associated with Islamic financial transactions, particularly 
Murabaha, have been shown to include price risk, counterparty risk, fiduciary 
risk, market risk, interest rate risk, rate of return risk, technology risk, and others. 
The various measures that should be taken to mitigate such risks include the 
preparation of risk reports and the requirement of guarantees, warranties, and 
collateral to act as security against the commodity being traded. There is also a 
need to allocate assets appropriately in order to reduce any gap that exists 
between the actual and standard parameters. It has been demonstrated that 
such risk mitigation actions will encourage the growth and development of the 
economy, thus helping to address the current weakness of the financial systems 
of Islamic countries, which remain underdeveloped because of poorly defined 
rules and regulations and the inadequate documentation of reports and financial 
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policies. My aim in this dissertation will be to encourage the mitigation of these 
risks. 
 
1.2 Aims, OObjectives, and Research Gap 
  
The main aim of the research is thus to explore the legal risks associated 
with Murabaha transactions, and to identify ways of mitigating such risks. Risk 
cognisance has become recognised as crucial in quantifying the gains or losses 
to be expected from particular transactions.255 Addressing the above aim will 
enhance knowledge regarding significant factors affecting the risks specific to 
Islamic modes of finance, such as profit and loss sharing (PLS) and the 
prohibition of debt-based transactions.256 It will also add to the knowledge 
relating to the management of legal risks and their relationship to potential 
returns. This signifies that potential gains from Islamic financial transactions are 
associated with risk-taking ability.  
In pursuit of the above aims, the research has three key objectives, each 
of which implies three questions, as follows:  
1. To explore and gain an understanding of the Murabaha Islamic financial 
transaction in terms of its background and structure.  
 What is a Murabaha Islamic financial transaction?  
 What are the main features or characteristics of a Murabaha transaction, 
and what is its ultimate benefit to each party?   
 How does a Murabaha financial transaction work? What is its basic 
structure?  
2. To determine various legal risks associated with Murabaha transactions, such 
as liquidity risk, commodity risk, mark-up risk, and operational risk, with 
special reference to Islamic banks.  
 What are the legal risks associated with Murabaha transactions?  
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 How do these risks directly affect the ultimate returns?  
 What problems have financial institutions and individuals encountered due 
to the risks involved in Murabaha transactions?  
3. To identify appropriate actions to mitigate the legal risks of Murabaha.  
 What are the effective methods of managing the legal risks associated 
with Murabaha transactions?  
 What are the legal risks associated with Saudi Arabian system that affect 
Murabaha transaction? 
 How can these actions help in ensuring fair returns for the parties?   
 To what extent will these methods mitigate the legal risks of Murabaha 
transactions? 
1.2.1 Research gap 
Previous research into this subject covers the major practices of Islamic 
banks in Saudi Arabia and the risks associated with the general transactions 
undertaken by banks.257 However, the existing literature has not addressed the 
legal risks faced by Islamic banks and associated parties in the context of the 
differences between the theoretical position of basic Sharia law and the actual 
practices of Islamic banks. It has also failed to focus specifically on Murabaha 
financing contracts and the associated legal risks.258 The present research study 
seeks to fill these gaps by considering all of the major risks to which Islamic 
banks are exposed when engaging in various major transactions, but with a 
specific focus on the legal risks faced by these banks and associated parties in 
relation to Murabaha-based financial transactions, which arise from differences 
between the practical and theoretical approaches to Sharia law in Saudi 
Arabia.259 The Gulf nation is a developing economy that has been significantly 
affected by globalisation. To meet international working standards and 
expectations, and deal with intensive competition from abroad, it has had to 
adopt universal financial standards and principles. 
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1.3 Islamic finance and its history: the origins of a modern phenomenon 
 
In this section, I will briefly present the origins and historical development 
of Islamic banking. The growth and development of Islamic finance has been 
influenced by the teachings of Prophet Muhammad since the beginning of the 7th 
century.260 Scholars believe that the Holy Quran and Sunna have acted as its 
major sources of inspiration, and have influenced its emergence and its 
principles, as well as continuing to affect its operation today, both directly and via 
the coordination and monitoring activities applied by the authority of Sharia261.. 
The importance of Sharia is that it takes Islamic laws as the source of guidance, 
and further guides humans’ way of life. Therefore, it can be stated that Islamic 
finance and Islamic banking both trace their sources to Islam.  
Islamic finance represents only a proportion of the modern global banking 
industry.262 An account of its evolution and history can be condensed into a 
period of approximately 60 years.263 This does not mean that Islamic finance did 
not exist before this time, but merely that it did not begin to gain popularity until 
the mid-1960s.264 Since then, it has passed through various popularising and 
diminishing phases, like any other global financial system and. As Islamic 
conventions do not align with Islamic finance, its popularity in the West has been 
curbed.265Given fundamental principles that focus on equality in transactions and 
the concept of risk sharing, Islamic economics differ from conventional Western 
economics, though it nonetheless continues to be practiced in the West. For 
instance, London has been emerging as a prominent centre for Islamic finance, 
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with the basic belief behind its success being rooted in the presence of a market 
for non-Muslims who share the same values found in Islamic countries.266 
Islamic banks have offered various kinds of financial services since their 
establishment, making the Islamic finance industry a multibillion-dollar market.267 
Small general banks have grown and offered financial services with the help of 
“Islamic windows”.268 They have also used the structuring and distribution 
capabilities of larger conventional banks and financial institutions, allowing the 
Islamic finance industry to experience increasingly large transactions.269 The 
industry has expanded in non-Muslim countries as well as Muslim ones. Yet, 
Islamic finance has, since historical times, faced adjustment and coordination 
problems with respect to the financial practices of non-Muslim countries.270 
However, mutual adjustment and agreement have taken place gradually among 
Islamic and conventional practices, since the development of Islamic Sharia, to 
develop sound cooperation and coordination with non-Muslim countries.271 
Simultaneously, the latter have sought to transact with Muslim countries in order 
to widen their financial and economic base.272 For instance, France and the 
Netherlands have emerged as major financial centres by making necessary 
changes in tax and other regulatory frameworks, while the United States has 
amended its approach and started offering Islamic financial services domestically 
and offshore.273 
The financial industry has always played a significant role in each 
economy. Likewise, the Islamic finance industry has had a crucial role in the 
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development of the Islamic economy since historic times.274 Funds are mobilised 
from investors and depositors, to be invested in productive trade and business 
opportunities.275 A distinguishing feature of Islamic finance is its basis in Sharia, 
which prohibits the payment and receipt of interest in principle.276 In the modern 
history of the Islamic financial market, however, interest-based commercial 
banking has started expanding in the Islamic economy.277 The Islamic financial 
world has experienced a significant increase in Sharia-compliant businesses, 
along with interest-based commercial banking, because Islamic finance operates 
as per the principles of Sharia law.278 It focuses on investing in interest-based 
ventures and businesses that provide effective goods and services.279 The 
financial economy of Arab and Muslim countries, including Saudi Arabia, has 
undergone various changes as a result of this introduction of interest-based 
transactions.280 
The growth and development of the industry intensified in the following 
years, with the establishment of hundreds of Islamic financial institutions and 
subsidiaries across the world.281 The multilateral Islamic Development Bank was 
established in Jeddah, Saudi Arabia, in 1975, with the purpose of mobilising 
funds for various projects, and the Dubai Islamic Bank was established the same 
year in the United Arab Emirates (UAE).282 The history of Islamic finance is also 
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associated with the emergence and development of many small-scale credit 
unions and cooperative societies. 283 
The Islamic finance industry has undergone significant growth since the 
1970s, expanding its scope and widening its appeal to the rest of the world, 
including non-Muslim countries.284 For example, the Islamic Bank of Britain (IBB) 
came into existence in 2004 and has provided financial products in compliance 
with Sharia. The United Kingdom is planning to make London a hub of Islamic 
finance by issuing sovereign sukuk and making favourable changes to tax 
laws.285 This section has outlined the recent history of Islamic finance. The 
growing importance of Islamic banks and other financial institutions has 
reasserted UK’s position as a hub for Islamic finance in non-Islamic nations. The 
sovereign sukuk issued by the government of UK is identified by the investors as 
being an Islamic equivalent of traditional bonds. To promote UK as a sovereign 
land, the government issued £200 million worth of sukuk bonds which are due to 
mature on July 22, 2019. The next section presents differences between the 
Saudi regime and Saudi law, as this PhD dissertation will address Islamic finance 
in a domestic context. 
  
1.4 Differences between the Saudi regime and Sharia law 
  
The Saudi regime is a monarchy that is based on Islam; the government is 
headed by the king, who acts as commander-in-chief of the country’s military 
forces.286 The king appoints another member of the royal family as crown prince, 
who thereby assumes the position of heir apparent, i.e. next in line to the throne, 
and assists the monarch in performing his royal duties.287 The king is responsible 
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for governing the country with the assistance of the Council of Ministers, also 
known as the cabinet, whose members head the twenty-two government 
ministries, each responsible for the delivery of a different area of state 
functioning, such as education, finance, or foreign affairs.288 The king also 
receives advice from a legislative body that is known as the Consultative Council, 
or the Majlis Al-Shura.289 The Council, which is responsible for enacting 
amendments to existing laws as well as for introducing new legislation, is 
comprised of 150 members, each of whom is appointed by the king for a term of 
four years,which can be renewed at the monarch’s discretion.290 The national 
territory is divided into thirteen provinces, each of which is headed by a governor 
and a deputy governor.291 Each province also has its own provincial council, 
which is responsible for guiding and advising the governor and directing the 
efforts necessary to ensure the governance and development of the province.292 
 As Saudi Arabia is a Muslim kingdom, its entire judicial system is based on 
the principles of Islamic law.293 The king is ex officio the head of the legal system 
in the country; he acts as a final court with the authority to hear final appeals and 
issue pardons.294 The Kingdom also has a system of law courts, including Sharia 
courts, where most Saudi legal cases are heard. As discussed above, Sharia 
laws govern all aspects of life ranging from married life to business and other 
commercial matters. It must be noted that Saudi Arabia is the birthplace of 
Prophet Mohammad, Quran, and by extension, Sharia law. Islamic experts 
identify Saudi Arabia as the nation to which the Sharai laws apply most strictly. 
Furthermore, the nation does not have a civil legal code that runs parallel to the 
Sharia laws. Sharia hold massive significance for the Saudis since it is the de 
facto Constitution of the country. Since 97% of the population of Saudi Arabia is 
                                            
288
Ibid, p. 126. 
289
About Saudi Arabia. 2015.[Online]. Available at: https://www.saudiembassy.net/about/country-
information/government/ [Accessed on: 7 July 2015].   
290
Ibid 
291
Schoon,N. 2010. Islamic Banking and Finance. Spiramus Press Ltd, p. 118. 
292
Siddiqui, S.H. 2010. Islamic banking: True modes of financing. [Online]. Available at: 
http://www.nzibo.com/IB2/truemodes.pdf [Accessed on: 24 June 2015].   
293
Shofawati, A. 2014. Murabaha Financing in Islamic Banking: Case Study in 
Indonesia.Proceedings of 5
th
 Asia-Pacific Business Research Conference, p. 108. 
294
Ibid, p. 108. 
52 
 
Muslim, the impact of Sharia laws is strict in Saudi Arabia. Enforceability of 
Sharia laws in Saudi Arabia relies on muttatwa- the religious police which 
identifies and detains the violators of Sharia laws, who in turn, are tried in the 
Courts.  These Sharia courts are categorised into three main levels of 
authority.295 The lowest of these is the court of first instance, where general and 
summary court proceedings are heard; the second is the Court of Cassation; and 
the highest is the Supreme Judicial Council.296 
 In the opinion of Ali and Naysary, the judicial system of Saudi Arabia is 
undergoing major reform, affecting both the enactment of new judiciary 
regulations and the establishment of a new set of regulations for the operation of 
the Board of Grievances.297 In the traditional era, Sharia courts existed in order to 
resolve general matters of law concerning criminal cases, crimes of violence, 
family disputes, and land-related disputes.298 Amongst the statutory tribunals, the 
Board of Grievances was considered to be the most significant, as it exercised 
jurisdiction over a wide domain, inclusive of disputes concerning the Saudi 
Arabian government, along with the various government agencies, commercial 
cases, arbitral awards, and the enforcement of foreign judgements.299 Under the 
recently introduced judicial reforms, the commercial jurisdiction previously 
assigned to the Board of Grievances has been transferred to the commercial 
courts, which follow a similar Sharia structure.300 In recent times, there is said to 
have been a revival of interest-oriented transactions under Islamic law, with an 
overlap of the concepts of fiqh and Sharia laws.301  
Islamic jurisprudence is referred as ‘Fiqh’; whereas, Sharia is divine law 
that based on religious practices, such as Quran and Sunnah. The concept of 
Fiqh overlaps to Sharia because it is human interpretation and understanding to 
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the Islamic law of Sharia. Islamic jurists interpreted “Quran and Sunnah” that 
ultimately expanded Sharia and its basic determinants. These changes are 
typical of those affecting the contemporary legal systems of a number of Gulf 
countries, including Saudi Arabia, in response to a perceived need to dismantle 
the old legal systems originally installed or inspired by European regimes, 
replacing them with regimes based wholly or in part on Sharia law. 
 It transpires that this process of the adoption of Sharia law is beset with 
numerous difficulties, one of the most significant of which is associated with the 
requirement for a specified technological and economic environment for the 
effective application of Sharia law.302Another challenge is associated with the 
non-existence of an agreed-upon method for the determination of content 
concerning the law.303 The Saudi regime is considered by some commentators to 
have diverged from Sharia law in terms of its practical implementation.304 The 
misleading notion of such claims has been proved, however, by stating that 
governance in Saudi Arabia is undertaken according to man-made laws andtheir 
respective legislatures.305 Finally, there exist issues in creating uniformity 
amongst all countries whose legal systems are based on Islamic law.306 
The Saudi banking sector, which is considered to be a modern element of 
the economy, is composed of a total of thirteen commercial banks.307 The 
regulatory regime governing the banking sector can be seen to be focused on 
Sharia-based law.308 The Saudi Arabian Monetary Agency (SAMA) is the central 
bank of the Kingdom of Saudi Arabia, and is said to be one of the major players 
in the banking system at the global level.309 The agency is required to monitor all 
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Saudi banks in order to confirm that they comply with Islamic law.310 Interest 
based transactions do take place in Saudi Arabia that are considered in 
equivalent to ‘usury’ or unlawful transaction based on interest. People involved in 
interest based transactions in Saudi although it is against principles of Islamic 
law, are perceived as “they do not believe Allah”.311  It also supervises the banks 
to ensure that riba is not collected from their clients. The agency is considered to 
be completely transparent and straightforward in its operations, which are 
managed by a board of directors consisting of a governor, a vice-governor, and 
three members who are not government officers.312 The core objectives of SAMA 
include the consistent issuance of the Saudi currency, the Saudi Riyal, and the 
stabilisation of both its external and internal values.313 Another objective is to deal 
with the banking affairs of the Kingdom, using the authority vested in it by the 
Banking Control Law of 1966, giving it broad supervisory powers to issue rules, 
regulations, and guidelines, in accordance with both domestic and international 
law.314 This agency is also responsible for the regulatory control of both the 
conventional and the Islamic banks, along with exchange dealers operating in the 
Kingdom. It has the authority to examine applications for the granting of banking 
licences and to decide ownership of an existing bank.315 These various 
supervisory functions of SAMA are exercised by comprehensive monitoring of the 
banks, conducted both offsite and onsite.316 
 The Affin Bank is one of the most appropriate examples showing that the 
requirement to comply with Sharia law is not closely adhered to by the Saudi 
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Arabian banks in the modern world.317“Affin Bank Berhad (AFFINBANK) is a 
wholly-owned subsidiary of Affin Holdings Berhad which is listed on the Bursa 
Malaysia. AFFINBANK provides a suite of financial products and services that is 
catered to both retail and corporate customers”. One of the most significant 
questions concerning unfair usage of the Islamic mechanism lies in the assertion 
that Islamic laws are not incapable of being adopted in a way that ensures 
universal compatibility; however, there are certain amendments that need to be 
made.318 This incompatibility is not considered to be fatal for Islamic finance, as 
the problems that arise can be resolved by ensuring the adoption of a 
mechanism capable of producing fair results, along with adequate compliance 
with the relevant rules and bylaws.319 It can be argued that legal systems of all 
types face many kinds of problems similar to those affecting the mechanisms 
adopted by Islamic banks, and that other governing legislatures are unjust and 
unfair in nature.320 This overview of the situation indicates that there is a need for 
certain amendments and adjustments.321 This bank has also provided products 
and services related to Islamic banking through subsidiary of Islamic banking. 
Under the regulation of SAMA, Affin Bank deals in banking products that have 
compliance with principles and law of Sharia322 
In a similar manner, only the English legal system was found to be able to 
manage and devise equity of redemption,and to uphold the doctrine of undue 
influence, several centuries after the invention of the mortgage.323 In this regard, 
it is necessary to proceed further and signify approval pertaining to the 
mechanism of Islamic finance. However, this does not necessarily indicate that 
                                            
317
Knoop, T.A. 2013. Global Finance in Emerging Market Economies. London: Routledge. 
318
Foster,N.H.D. 2006. Encounters Between Legal Systems: Recent Cases Concerning Islamic 
Commercial Law in Secular Courts. Amicus Curiae.  
319
Ibid. 
320
Ibid. 
321
Karim, S.A. 2010. The Islamic Moral Economy: A Study of Islamic Money and Financial 
Instruments. Universal.  
322
 About Affin Bank http://www.affinbank.com.my/About-Us/About-AffinBank.aspx>2016 
[Accessed 27 October 2017].  
323
Ali, H.A. and Naysary, B. 2014. Risk Management Practices in Islamic Banks in Kuwait.Journal 
of Islamic Banking and Finance 2(1), pp. 123-148. 
56 
 
the mechanism adopted by Islamic banks might not be completely Islamic.324 
Thus, the case of Saudi Arabia apparently constitutes a circle that cannot be 
squared, wherein it mayappear that Sharia-based law runs counter to the 
Western trend; yet the reality is that commerce plays a significant role. Sooner or 
later, the significance of circulation of credit will be realised in Saudi society.325 
Thus, the concluding remarks of Foster allude to the proposition that there is no 
such rule of Sharia law in the country, although a portion of Sharia law could be 
selected and adapted to the Western environment.326 
 There are certain other factors that also contribute to the broadening of 
the difference between Sharia law and actual Islamic banking practices, which 
include the fact that there exists a common law for both commercial and Islamic 
banks in the country.327 The regulations are intended to suit the convenience of 
both types of bank; thus, common policies are framed on them. This leads to a 
moulding of the applicability of the rules and regulations on the banking system. 
In addition, the risk management policies adopted by the Islamic banks are not 
always in line with Sharia law. For example, the Basel regulations, imposed upon 
the banking industry at a global level in order to ensure adequate capitalisation, 
have certain features which are non-compliant with Sharia.328 This causes a 
divergence of banking practices from the principles of Sharia law, as the majority 
of Islamic banks that trade internationally find that they must comply with the 
Basel regulations in order to retain the confidence of international 
investors.329The Western banking system functions differently to the Islamic 
system.    
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 The Western style of mortgage financing has not been developed in the 
Saudi banking system; this is at least in part because interest-free loans are 
readily available to Saudi nationals from the government itself.330 However, the 
waiting time for receiving such loans is considered to be significant.331In the 
liberal economic environment of Saudi Arabia, there exist a number of products 
with great potential to diversify Islamic banking practices that are compliant with 
Sharia.332 Such products are often implemented by banks on the basis of well-
established consumer preferences and additional surplus-providing products, 
irrespective of their compliance with Sharia law.333 
 Moreover, there are certain issues pertaining to the religious execution of 
Sharia law, as Islamic banks use a product named Tawarruq, a kind of reverse 
Murabaha, whereby clients are able to obtain systematic loans whose features 
resemble those of an interest-based debt that is created for the purpose of 
trading in commodities.334Tawarruq is also used as a liability, where depositors 
are provided with a fixed return that is not directly associated with the returns 
attained through the assets of the bank.335 It may be stated that tawarruq enables 
a buyer to obtain a commodity from the seller on a deferred payment basis, who 
in turn, sells it further to a different buyer on spot-payment basis. In such a 
manner, the buyer actually borrows cash to purchase a commodity in the initial 
stage. Tawarruq is often considered as being non-compliant with the Sharia 
principles since the intention with which a commodity is purchased is not for 
ownership purposes. It is often argued that the creation of an interest in the 
absence of an economic activity or transaction renders tawarruq non-sharia 
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compliant.336 Thus, the Saudi Arabian banking regime is moving away from its 
traditional operations, which were in line with the requirements of Sharia law, 
leading to an increasingly wide divergence from the Sharia-compliant basic law 
of the Kingdom.337 The AAOIFI has issued certain Sharia-based standards that 
support the operation of Tawarruq.338 Firstly, the standards identify three real and 
distinct parties to the transaction, in the form of a customer, a seller, and a buyer. 
Furthermore, while the operation involves two sales (namely, sale 1 and sale 2), 
it is clearly distinguished from a pair of unconnected sales. Thus, in sale 1, 
customer A would purchase a commodity on a deferred payment basis from 
seller 1.339 Customer A is required to obtain real possession of the commodity. 
Sale 2 occurs when the same customer (A) then sells the same commodity to 
buyer 1, who could also be called a real or genuine third party.340 Thereafter, the 
commodity is relocated to the warehouse of buyer 1 from the warehouse of seller 
1. The basic concern that arises is with regard to the actual movement of the 
commodity from one warehouse to the other.341Certain critics have argued that, 
in practice, Islamic banks introduce elements into Tawarruq that are non-
compliant with Sharia law. Specifically, it is asserted that, in reality, the seller 
retains possession of the commodity as collateral security until the complete 
payment of the deferred amount is settled by the buyer.342 Thus, there exists a 
certain contradiction between the operation of Tawarruq and the way in which it is 
described as per Sharia law.343 
 Warde contributes to this debate by asserting that a majority of Islamic 
banks would agree with numerous Sharia-based facts and principles. However, 
                                            
336
Ahmed, H.2011. Product Development in Islamic Banks. Edinburgh University Press.   
337
Siddiqi, A. and Hrubi, P. 2008. Islamic Investments Funds Versus Hedge Funds. GRIN Verlag, 
p. 55. 
338
Majid, S. and Majid, F. 2009. Application of Islamic law in the Middle East: Interest and Islamic 
banking. [Online]. Available at: http://www.iraqilawconsultant.com/puplications/majid/article09.html 
[Accessed on: 9 July 2015].  
339
Siddiqi, A. and Hrubi, P. 2008. Islamic Investments Funds Versus Hedge Funds. GRIN Verlag, 
p. 55. 
340
International Monetary Fund. 2002. Islamic Financial Institutions and Products in the Global 
Financial System: Key Issues in Risk Management and Challenges Ahead. International 
Monetary Fund, p. 215. 
341
Ibid, p. 235. 
342
Ibid, p. 235. 
343
Ibid, p. 110. 
59 
 
the realm of finance is also required to respond directly to conditions in the real 
economy. Thus, it is governed by the principles of profit and loss sharing, 
interest-based lending, and risk sharing. All such principles and bylaws replace 
the conventional banking functions, such as speculation, gharar, and 
transactions associated with haram—or religiously forbidden and unethical—
activities. However, this is considered to be an idealised picture of the theoretical 
form of Islamic finance, while, in reality, the scenario is very different. The 
differences can be best understood in terms of the evolving context of the 
industry, along with its direct interaction with conventional forms of banking and 
financing. The domain of Islamic finance extends beyond banking functions to 
include mutual funds, insurance services, securitisation, and other non-banking 
financial activities. There was a time, in the mid-1970s, when Islamic financial 
institutions were few in number and easily identifiable. More recently, the 
phenomenon has become very much more amorphous, as the evolution of the 
Islamic banking system has gradually blurred the differences between traditional 
banking and other conventional forms of banking.344 
 Besides this, Warde rightly highlights another complicating factor that has 
contributed to causing the divergence between traditional and modern forms of 
Islamic banking. The modern Islamic banking system, as followed in countries 
such as Saudi Arabia, is characterised by the increasing number of conventional 
financial institutions in the country. The proliferation of conventional banks in the 
Kingdom of Saudi Arabia has also contributed to the broadening gap between the 
products and services offered by Islamic banks, on one hand, and the 
corresponding legislative regulations, on the other. Moreover, the conventional 
banks operating in Saudi Arabia offer a certain range of their versions of Islamic 
products, along with their conventional products. This breadth of range is an 
important element of the variation to be found in the totality of Islamic finance 
products available in the economy of the country.345 
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 Another view of the divergence between the Sharia-compliant regulatory 
guidelines and modern Islamic financial practices is that of Hassan and Lewis, 
who affirm that recent developments in the political and economic conditions of 
Muslim countries, such as Saudi Arabia, have coincided with deliberate choices 
made by the governments of these Islamic nations as they emerged onto the 
global stage. It is clear that these choices have been coloured by their 
experience of colonial practices, leading the countries concerned to focus on 
repairing their damaged economies. Eventually, with the intention of re-
establishing their religious and cultural identities, these Islamic nations developed 
their economies within national cultures, expressed in different languages, such 
as Urdu, Arabic, Persian, and English. Under these circumstances, the demand 
for an Islamic banking system had risen within the global Islamic economy.346 
 In the present situation, Western economists have studied the influence of 
Islamic banking upon economic relationships, and have further introduced 
different aspects of Islamic financing. These aspects could enable the Islamic 
banking sector to achieve success and to become more profitable through 
various means. The alternatives proposed by Western economists were partially 
in line with traditional forms of Islamic banking. Thus, the Islamic banking system 
has changed in multiple ways over a period of years, due to concomitant 
changes in the socio-cultural and economic environment of the banking 
system.347 In this regard, the major areas of concern relate to investment or 
participatory financing and trade financing. Murabaha, Mudaraba, and 
Musharaka are the three major Islamic modes of financing that have particular 
relevance to the fatwas of Islamic jurists,in terms of their operations. However, all 
three of these modes of financing are related to traditional Islamic financing,as all 
financial transactions work in accordance with the Islamic legal perspective. The 
next part of this discussion provides knowledge of legislative/legal requirements.  
 The legislative requirements are developed by jurisprudence on the 
foundation of Islamic law, in a process known as fiqh. Fiqh is considered differing 
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noticeably from Sharia in this way: fiqh refers to the ideas and inferences that are 
drawn by Muslim scholars, whereas Sharia law means the principles these 
scholars follow. Such pieces of evidence indicate that the concepts and practice 
of Sharia and fiqh must necessarily remain in harmony. However, it is inevitable 
that this will not be true in all cases, as there will be certain occasions in which 
conflicts arise between the two concepts. The two major sources from which the 
elements of Sharia law are framed are the Sunnah and the Quran. Because of 
this, some laws are regarded as divine in nature and significantly relevant, 
irrespective of the timeframe or the situation. Nonetheless, it cannot be denied 
that Islamic scholars have played a significant role in the process of 
developingSharia law. They have been responsible for upholding existing laws, 
bringing in requisite amendments, and introducing new ones wherever deemed 
necessary.  
The abovementioned requisites could also be applied to the example of 
the Ottoman Empire as it existed in the 19thcentury, during which Sharia law was 
codified. The main intention of this process of codification was not to make 
Sharia more legalistic in nature; rather, it was intended to resolve religious 
disagreements. A second intention behind codification was to westernise the 
legislative system of the country. Indeed, treating the ideas and thoughts of 
scholars as the basis of the reform of legal principles is considered to be a 
Western concept. It was previously much easier to develop an understanding of 
a single codified system, which could be referred to in order to resolve legal 
disputes. Once this codification was complete, there was a major shift of power 
over the legal system from Islamic scholars to the government. Thus, the 
historically established Sharia legislation, which was framed with reference to 
multiple sources of Islamic law, became more formalised, in response largely to 
the internal needs and requirements of the system as well as, in part, to the 
intention to westernise Saudi society to a certain extent. As a result of this 
process, there are certain elements of Sharia law that are not recognised in the 
modernised courts of Saudi Arabia, which has led to an increase in the legal risk 
to parties using financial products offered by Islamic banks. These parties are 
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exposed to the important risk of not being recognised in the courts. Such non-
recognition is a clear example of the ways in which the substantial legal 
protection provided to parties through Sharia law can differ on the basis of 
variations in local legislation within the country. After gaining knowledge of 
differences between the Saudi regime and the nation’s laws, the next section 
explains Islamic jurisdiction.  
 
1.5 Islamic jurisdiction 
 
 Owing to the special nature of Islamic jurisprudence, the court of justice is 
required, as this system often leads to complexity in dealing with the issues that 
are raised by the counter parties. These issues arise in fields including the 
economy, politics, theology, etiquette, and marital relations. Given the variety of 
approaches to jurisprudence that are taken, there is a requirement to simplify the 
practice of jurisprudence, so reducing this complexity. Thus, to adopt the most 
comprehensive approach, it is essential that all aspects of Islamic law are 
covered and a complete view of the Islamic system is obtained. The objective of 
discussion presented in this section is to shine a light on the principles and 
theories on which the Sharia laws are based. Further, the implications of the 
Islamic laws in all aspects of the society, especially in the context of Saudi Arabia 
will also be presented.  
 The judicial system of Saudi Arabia has been criticised for not being able 
to resolve various disputes that arise under its jurisdiction, in spite of the 
existence of numerous committees whose function is to achieve such 
resolution.348 Special committees have been formed to implement laws beyond 
the purview of the judicial branch. All such committees fall under different 
administrative departments, within ministries such as the Ministry of Industry and 
Commerce, the Ministry of Information and Business, and even SAMA.349 
Committee members are not subject to the same conditions regarding 
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qualifications that apply to the appointment of judges. Thus, the setting up of a 
huge number of committees, with the intention of supporting the judicial system 
of Saudi Arabia, has instead exacerbated the situation by creating conflicts with 
the principles. Recently, the Saudi Arabian government has imposed numerous 
steps for the creation of a new judiciary law, with the intention of reforming the 
overall judicial system, which it plans to implement in several stages. An 
important stage of this entails the transfer of the jurisdiction of the Islamic 
committees to the courts, although there has been a delay in the application and 
implementation of the proposed changes because of rigid structure and 
framework. Even so, the changes in judicial principles and provisions mean that 
disputing parties face numerous real-time challenges in terms of recognition of 
their claims in the judicial arena, including in areas such as liquidity, differences 
in Islamic and Western countries’ transactions, and issue of credit risk.350These 
issues are exacerbated by the fact that there exists no concept of judicial 
precedent applicable to many of the cases. 
 Unlike English contract law, or that of other Western jurisdictions, which 
tends to be based on general doctrines and legal theories, contract law under the 
Islamic system is inclined to be highly specialised in its different rules. The rules 
of Islamic contract law have been developed in order to ensure the regulation of 
different types of agreement. It is distinct from other legal systems in terms of its 
application of Islamic banking principles that are quite rigid. There is no all-
embracing theory of Islamic contract law that applies to all types of contract, 
which indicates that it is not essential that all rules be applied. There exist 
different schools of thought on the application of Islamic law, each of which has 
its own idiosyncrasies and nuances. This explains why the approaches adopted 
by the Islamic courts are not recognised in any other courts of justice, for the 
purposes of validation or enforcement. The fundamental issue is the lack of 
formal presentation of these approaches in Islamic law. Islamic jurisdictions are 
concerned only with practice, so a formal statement of contract law simply does 
not exist within the Islamic system, which means that a student or practitioner of 
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English law will fail to understand or acknowledge the major principles or 
provisions of Islamic contract law.351 The principles of Islamic finance are 
discussed in the next section.  
 
1.6 Principles of Islamic finance 
 
Finance principles represent actions and philosophies governing a set of 
systems and practices.352 They provide a wide framework for developing and 
arranging financial transactions in accordance with global standards. Industry 
participants and financial authorities act in accordance with such principles.353 
The Islamic financial industry similarly operates according to specific rules and 
principles, which play a significant role by providing a consistent context for 
transactions and activities within and across national and international 
boundaries.354As well as their significance to the general operation of the Islamic 
financial system, these principles are also concerned with regulating the risks 
inherent in transactions.355Because of the critical nature of the advice and 
services provided by industry participants, it is particularly important for them to 
be obliged to deliver high standards of service to their clients.356 
Islamic financial institutions and participants are governed and regulated 
by the doctrine of Sharia, commonly termed Islamic law, which has emerged as 
one of the fastest growing segments of the Islamic finance industry.357 Since the 
establishment of the Dubai Islamic Bank in 1975, Islamic finance has expanded 
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its reach across many countries.358 Presently, it operates in Bahrain, Sudan, the 
UAE, Egypt, Lebanon, and elsewhere. The global reach of Islamic financial 
institutions also contributes positively towards enhancing the asset base of the 
economy.359 
In the initial years, Islamic finance was concentrated mainly in South-East 
Asia and the Middle East, while Islamic financial principles were less prevalent in 
other parts of the world.360 This situation has been completely transformed in the 
present decade,with the presence of Islamic finance in almost all economies, 
both developing and developed.361Thus, Islamic financial principles, such as the 
prohibition of gharar (excessive uncertainty) and maysir (gambling), coexist with 
conventional financial systems in developing countries including the UAE, 
Malaysia, and Indonesia, where the Islamic sector tends to dominate.362 Although 
fewer Islamic financial institutions operate in developed economies, they have 
reported remarkable performance in the last few years, operating through 
financing windows in collaboration with large conventional banks.363 
The global expansion of Islamic finance institutions has complemented 
parallel developments in the range of financial products. Initially, there was a very 
small portfolio of Islamic finance,with many prohibitions.364 Investments in 
tobacco, alcohol, and ornaments were permitted, with many applicable 
restrictions. Yet today, Islamic financial products cover a wide range of services, 
including asset management, exchange settlement, insurance, risk management, 
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and many others.365 The Islamic financial service industry has achieved high 
growth and strong momentum in the market.366 In a changing global financial 
landscape, Islamic institutions have gone beyond their traditional core-banking 
role and focused on expanding the role of financial intermediary, offering an 
Islamic product analogous to each conventional one.367 The wide availability of 
financial products also enhances the competitive position and image of the 
Islamic finance system.368  
The rapid development of financial products and services has also 
highlighted the need to standardise and regulate the supervision of transactions 
by the application of various Islamic principles.369These Islamic principles help to 
promote the economic development of the country in three ways. Firstly, it 
provides a direct link between transactions that are physical in nature and the 
real economy; secondly, it opposes the production of harmful products and 
services; and, lastly, it aims to promote social and economic justice in the 
country. While discussing the theoretical aspects of Islamic principles, the risks 
faced by Islamic financial institutions are relatively lower than that of their 
conventional counterparts. Under these principles, agreements between the 
parties work as techniques for controlling and mitigating the risk factor. 
Techniques such as up-front payment of commitment fees, appointment of the 
client as an agent of the bank for the purchase of an asset, and rebate on the 
mark-up amount assist in providing risk management assurance to investors. 
Islamic financial institutions, including the Islamic Financial Services Board, the 
Accounting and Auditing Organisation, and the Islamic Development Bank, in 
Saudi Arabia, have the task of introducing these principles, while many other 
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national and international organisations are also involved in the regulation of the 
finance industry.370 
The legal framework of the Islamic finance industry revolves around and is 
controlled by Sharia and its interpretation.371 Islamic finance and banking 
activities are significantly different from the conventional banks operating around 
the world. Sharia control over Islamic banks and other financial institutions in the 
non-Islamic countries is useful to keep track on banking activities, so as to 
determine their compliance with the Sharia laws.372 .373 The principles of the Holy 
Quran and the teachings of the Sunna (the life of the Prophet Muhammad) are 
also followed in the Sharia guidelines and legal framework.374 All aspects of 
Islamic financial transactions are thus governed by the moral codes and religious 
principles of Sharia, whose basic theme is to ensure that income and wealth are 
distributed equally among all citizens.375Moreover, the principles also 
helpinvestors with the available techniques for mitigating risk. Honesty, 
transparency, fairness, and avoidance of tort have emerged as its integral 
elements.376According to Sharia, money has no intrinsic value; therefore, it 
should be lent or received with the motive and expectation of earning a profit, 
which is termed riba. Riba, as a concept of Islamic finance refers to the interest 
that is charged on the deposits and loans, which in turn, is prohibited according 
to the Sharia laws.377 Sharia recommends legitimate, productive trade and 
investment in assets as the principal means of earning profit and generating 
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wealth.378 A key requirement is that the risks emerging from any kind of trading 
activity should be shared between two parties: one providing the capital and the 
other using expertise to manage it.379 The concept of profit and loss sharing is 
also consistent with the philosophy that “profit is for those who bear risk”.380 
Sharia also advocates the establishment of a Sharia supervisory 
committee to facilitate the review and monitoring of financial transactions, 
products, and services, to ensure they are Sharia compliant.381Owing to the 
presence of Sharia-compliant norms and rules in all sectors of the Saudi Arabian 
economy, this committee holds significant importance. The committee also 
certifies financial transactions and expresses legal opinions regarding these.  
The principles other than Sharia governing Islamic financial transactions are: 
 Prohibition of riba, meaning usury or excess of interest, i.e. increase in 
capital without any provision of service, or the exchange of commodities in 
unequal quantities. This emphasises the elimination of debt-based 
financing from the Islamic economy.382 
 Prohibition of gharar (uncertainty), thus ensuring full and proper availability 
of information in financial contracts and transactions.383 
 Prohibition of maysir, meaning the financing of any socially irresponsible 
or illegal activity384 
 A risk-sharing attitude among financial participants should be encouraged, 
in accordance with the profits and losses.385 
                                            
378
Al-Muharrami, S. and Hardy, D.C. 2013. Cooperative and Islamic Banks: What Can They Learn 
from Each Other? International Monetary Fund, p. 68. 
379
Jaffer, S. 2004. Islamic Asset Management: Forming the Future for Shari'a-Compliant 
Investment Strategies. London: Euromoney Books, p. 101. 
380
Temporal, P. 2011. Islamic Branding and Marketing: Creating a Global Islamic Business. US: 
John Wiley& Sons.  
381
Faboozi, F.J. and Mann, S.V. 2005. Securities Finance: Securities Lending and Repurchase 
Agreements. US: John Wiley & Sons.  
382
Kettell, B.B. 2011. The Islamic Banking and Finance Workbook: Step-By-Step Exercises to 
Help You Master the Fundamentals of Islamic Banking and Finance. John Wiley & Sons.  
383
Thomas, A.S. 2006. Interest in Islamic Economics: Understanding Riba. New York: Routledge, 
p. 65. 
384384
 Kettell, B.B. 2011. The Islamic Banking and Finance Workbook: Step-By-Step Exercises to 
Help You Master the Fundamentals of Islamic Banking and Finance. John Wiley & Sons.  
385
Ibid, p. 19 
69 
 
 Materiality, meaning that economic transactions should be real and related 
to money, and that they must have “material finality”.386 
 Avoidance of the exploitation of anyone involved in a financial 
transaction387 
 
These principles will explain the workings of the financial institutions in 
Saudi Arabia, along with the basic structure under which they operate.It helps in 
identifying the appropriate actions that are required to mitigate risks, both legal 
and those related to Murabaha. These principles are explained in detail below.  
 
Prohibition of riba 
 
The principle of prohibiting usury, together with its interpretation, is central 
to the conduct of Islamic banking and financial transactions.388The term riba 
literally means that the debtor or borrower is responsible for reimbursing the loan 
amount, irrespective of the loan size.389 A technical definition of riba is: “An 
unlawful gain derived from the quantitative inequality of the counter values in any 
transaction purporting to affect the exchange of two or more species which 
belong to the same genus and are governed by the same legal cause”.390Thus, 
no kind of quantitative inequality in the loan amount should afford the parties any 
kind of benefit that does not comply with the legal standards set up by the 
government. This definition also emphasises the need to monitor and supervise 
financial transactions in order to reduce the chances of fraud and forgery.391While 
riba, as so defined, has its roots in the Arab world, the concept of usury was 
recognised historically by many other populations, including Egyptians, Hittites, 
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Mesopotamians, and Phoenicians, prior to the establishment of Islam.392 Finance 
scholars state that riba has emerged as the main motivating factor behind the 
flow of money and funds from surplus units to deficit units, with the objective of 
earning higher rent and interest. Therefore, its prohibition was introduced in order 
to curb such practices.393 
 In Islam, the teachings of the Holy Quran and Sunna prohibit any kind of 
excessive interest over and above the actual principal. These teachings have 
been interpreted in various languages, and finance scholars agree that usury, or 
interest, are strictly forbidden in Islamic transactions,394 thus encouraging and 
promoting the welfare of all members of society.395 It is argued that people 
depositing money with banks and financial institutions have developed a 
tendency to earn interest without any kind of effort or risk, whereas prohibiting 
riba will encourage citizens to invest their money usefully and productively by 
avoiding illegal practices.396 Productive trade and economic avenues provide 
depositors with adequate interest and profit, thus deterring them from indulging in 
unscrupulous or illegal activities in order to gain high rents or interest.397 
 
Prohibition of gharar 
 
Islamic law advocates the avoidance of uncertainty, or gharar, in 
contractual agreements, as it can lead to deception.398The definition of gharar is: 
“the sale of probable items whose existence or characteristics are not certain, 
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due to the risky nature which makes the trade similar to gambling”.399 The parties 
cannot determine the implication of contracts and agreements in advance; 
therefore, such contracts are deemed to be speculative transactions and, 
consequently, a form of gambling.400 
The prohibition of gharar also has some practical relevance in the present 
business world. For instance, one cannot enter into an agreement in which the 
quantity, value, or any other element of the deal is uncertain, as it would be very 
difficult for buyers and sellers to sign any contract without being certain of its 
terms.401 All material facts and related financial information, including the product 
description and price, must be clearly stated in order to avoid confusion.402 
The imposition of an unclear contract may amount to the misappropriation 
of wealth, which is also considered unjust according to Islamic principles, hence 
the prohibition of uncertainty, gambling, speculation, and risk.403 Islamic 
principles forbid all transactions that result in injustice or the exploitation of either 
party.404 Transparency, disclosure, and accuracy should be cornerstones of all 
financial and economic transactions, in order to prevent one party from taking 
advantage of the weaknesses of another.405 
The main reason for prohibiting gharar is to ensure the fully informed 
consent of each party before entering into any kind of contract or agreement.406 
This requires full and accurate disclosure, so that parties are fully aware of the 
hazards, speculation, and risks involved in any transaction intended to be 
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binding.407 They must have adequate and complete knowledge of the subject 
matter and its counter values.408 This is among the most crucial aspects of 
financial transactions that affect the exchange price.409 In addition, parties should 
not predetermine the profit likely to be accrued from the contract or agreement. 
This restriction is again imposed to avoid uncertainty and inaccuracy.410 
The prohibition of gharar also improves the financial base of the economy 
by avoiding any chance of unexpected losses and potential disagreements that 
may arise on account of insufficient information.411 Contracts free from any kind 
of uncertainty, risk, speculation, or gambling are more likely to result in productive 
economic output.412 Moreover, such contracts reduce the need for expensive and 
unproductive litigation.  
The concept of gharar has certain aspects in common with those of riba. 
First, both prohibitions can be seen to disallow gambling, which is also 
addressed by maysir; it is considered illegal to gain from betting or gambling.413 
Secondly, the intention behind gharar is similar to that of riba,i.e. to protect the 
weaker members of society from exploitation.  
Finally, a peculiar feature of gharar is that forward foreign exchange 
transactions are restricted under this concept, as exchange rates in such 
transactions are affected by interest differentials.414 Another reason for this 
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restriction is that forward foreign exchange transactions are a kind of investment 
contract whose subject matter is uncertain.415 
 
Prohibition of maysir 
 
The prohibition of maysir restricts investment in any kind of socially 
irresponsible or illegal activity.416 Any games of chance, in which the outcome is 
uncertain, including animal races, lotteries, casino-type games, and betting, are 
deemed socially irresponsible.417 It is believed that participation in such activities 
nurtures a desire to earn a return from deliberately risky enterprises. Prohibiting 
maysir is intended to address a perceived tendency for members of Islamic 
societies to engage in activities that will earn them a high return in a short 
time.418 In addition, such activities demand no special skills, knowledge, or effort, 
so they attract a wide customer base,419 thus hampering economic growth.420 
Therefore, Sharia law also prohibits games of chance and gambling. It is often 
argued that gambling and games of chance are win-lose activities, in that one 
party earns a significant return while the other loses.421 Indeed, gambling losses 
may be severe enough to result in bankruptcy and insolvency, which lead in turn 
to many kinds of financial and societal problems.422 
In other words, gambling and betting do not add a surplus to the existing 
societal wealth; therefore, such activities are restricted to prevent any kind of 
unnecessary harm to overall societal wealth. Islamic finance should give no 
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space to any kind of speculative commercial transactions.423 Investors should 
study the relevant economic and financial data before making any investment 
decisions.424Altogether, the Islamic finance world should encourage the 
investment of assets, skills, and labour instead of participation in gambling and 
speculative activities. These principles will enable identification of the techniques 
and methods through which the legal risks associated with Murabaha can be 
mitigated, along with the impact of these methods on the returns of transacting 
parties. 
 
Principle of risk sharing 
 
Another principle of Islamic finance is that risks should be shared fairly 
among providers of funds and entrepreneurs.425 Specifically, risk is to be 
proportioned between the parties in the same ratio as that in which they have 
agreed to share the profits and losses. The risk environment of the financial 
services industry is changing at a rapid pace.426Price and risk of reward and 
return are increasing, and this encourages providers of funds to identify ways to 
address such risks.427 In addition, lenders and borrowers in the Islamic finance 
industry have suffered from the issue of unfair distribution of profits and losses.428 
In light of this, Islamic finance has introduced the principle of risk sharing 
in proportion to profits and losses between providers of finance and 
entrepreneurs, or between borrowers and lenders. The rule is that borrowers and 
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lenders should share the profits and losses of the funded enterprise.429 “Funded 
enterprise” here refers to the manner of distributing the risks in accordance with 
the capital invested.430 This can also be understood in the sense of equally 
distributing the risk of investment in light of their venture capital contribution.431 
Some finance scholars distinguish between two components: the profit-
sharing principle and the profit/loss principle.432 According to the former, the 
profits of funded enterprises or financial transactions are distributed equally 
between owners and entrepreneurs.433 A symmetrical relationship exists, 
whereby the entrepreneur uses his knowledge and efforts to manage the funds 
provided by the owner.434 The peculiar feature of this finance method is that only 
the profits of the investment venture are shared, not the losses.435 
The profit/loss principle, by contrast, concerns the equal distribution of 
both profits and losses. As above, the profits are distributed equally between the 
entrepreneur and the fund provider.436 In the case of a loss, the owner carries the 
financial risk, while the entrepreneur bears the loss of his time and effort. Thus 
the profit/loss principle denotes that owner and entrepreneur assume full 
partnership in the capital, management, and profit/loss distribution of the 
investment venture.437 Here, the profits or losses of the enterprise or financial 
transaction are shared between the owner and other capitalists in accordance 
with the proportion of capital invested.438Knowledge about this will ensure that 
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there is proper and appropriate information available regarding the factors that 
affect the risks specific to Islamic modes of finance, which include profit and loss 
sharing (PLS) and the prohibition of debt-based transactions.  
The principle of profit and loss sharing forms the fundamental basis of 
financial transactions in Islamic banking and finance activities. The key point of 
difference between the Islamic finance and conventional banking principles is the 
fact that the lender is not guaranteed a pre-determined rate of interest. The 
principle of equal profit, loss, and risk sharing forms the crux of Islamic banking 
and is adhered to very strictly. 
Principle of materiality 
 
The principle of materiality emphasises the linkage of economic 
transactions with monetary value.439 The reality of economic and financial 
transactions is quite significant in the Islamic finance world; such transactions 
must be real and linked to monetary value.440Interpretation of this principle 
indicates that economic transactions can be real only when the information 
supporting them is real and honestly based on facts and figures.441 The 
relevance, reality, and truthfulness of the financial statement are of crucial 
importance, as they provide reasonable grounds to rely on financial transactions. 
Misrepresentation or any sort of false information leads to confusion among 
investors and depositors, who, in the absence of true and relevant information, 
may make different judgments regarding financial transactions.442 All material 
information having the potential to affect investors’ intentions must be disclosed 
at the time of a transaction, in order to safeguard investors’ interests.443 
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Economic and financial transactions should clearly disclose to potential 
investors and depositors the return likely to be accrued, expressed in either 
percentage or numerical form.444 Availability of complete information about the 
risk and return increases the likelihood of an informed decision.445 Economic and 
financial transactions can be considered material only when they include the 
proper and complete set of information required by investors in making 
investment decisions.446 
 In addition, the consideration of financial transactions should be 
expressed only in monetary terms, abandoning the older concept of exchanging 
goods or other things in financial transactions.447The principle of materiality aims 
to identify the forms of information that are significant to investors in the 
formulation of investment decisions. This assists investors in obtaining complete 
information about an organisation’s financial position, as well as any other 
necessary disclosures, thereby playing a key role in assessing the risks. 
Principle of avoiding exploitation in financial transactions 
 
Exploitation in financial transactions can be understood as the illegal or 
improper use of financial or other resources in order to benefit one party at the 
expense of another.448The principle of and reasoning behind its avoidance are 
closely related to those of other prohibitions discussed above. Exploitation in 
financial transactions can take various forms, such as fraud, forgery, 
misrepresentation of assets or cash, accounts, etc.449 The sudden transfer of 
assets and liabilities to others, differences in incomes and assets, sudden 
insolvency, and poor or no knowledge of finances, could all be indicators of some 
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kind of financial exploitation, which is often imposed by intimidation or 
coercion.450 To protect investors and other stakeholders from such exploitation, 
the Islamic banking system follows principles consistent with Sharia law to avoid 
haram (forbidden) transactions.451 The ultimate objectives and interpretation of 
other Islamic principles are somewhat related to this principle.452 Like the others, 
it requires full disclosure of information, materiality, and avoidance of investment 
in illegal activities, so as to minimise the possibility of fraud, forgery, and 
misrepresentation. The avoidance of exploitation is also a goal in itself.453 
Many transactions result in the exploitation of one or more parties, and 
this is emerging as one of the most serious problems in global finance today, 
exacerbated by technological advances.454 Regular reviews of financial fraud, 
scams, and identity theft, among many other ways of exploiting the vulnerable, 
underline the need for active prevention, not only in Islamic finance but 
throughout the world.455 Financial analysts and scholars argue that the parties 
involved in financial transactions often lack the knowledge and skills required to 
make informed investment decisions, making them vulnerable to exploitation, 
theft, and undue influence.456 People require assistance and support before 
entering into any financial transaction, including everyday ones.457 
Financial exploitation is considered to be mistreatment in the context of 
Islamic finance. In general, Islamic financial principles affirm that no party should 
be permitted to take advantage of another. In other words, financial transactions 
should not lead one party to become unjustly enriched at the expense of any 
other party. In-depth understanding of these principles will assist in the 
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determination of factors affecting risks, in particular to Islamic modes of finance, 
and the measures that can be adopted to mitigate such risks.  
This section has set out the principles on which Islamic finance operates. 
This will help us to understand the risks attached to the Murabaha contract, 
discussed later in the dissertation. Moreover, it supports us in understanding how 
Islamic banking works. The next section considers the ways in which Islamic 
finance deals with risk. This is a crucial section for us, as it will help us in 
understanding the specifics of Murabaha contracts and the risks associated with 
these. 
 
1.7 Risks in Islamic finance 
 
Risk means the probability of loss suffered, which may lead to the 
unavailability of cash or credit, as well as inefficient operations and loss of asset 
value.458 Risk, in any financial transaction, directly affects the interests of 
investors by making defaults in payment more likely.459Risk in Islamic finance is a 
much debated concept, though it is relatively underexplored in the wider 
literature.460 Part of the reluctance to engage with it can be traced directly to the 
core tenets of Islamic finance, derived from Sharia, which have a long list of 
prescriptions and proscriptions against risk and interest.461 Thus, it is 
unsurprising that scholars have struggled to quantify and specify the dimensions 
of risk associated with several Islamic finance instruments.462 My aim is to 
contribute to the debate on risk in Islam by looking into possible ways to mitigate 
it when it comes to Murabaha contracts. In particular, there is evidence that the 
legal position on many different aspects of a given Islamic transaction is tenuous 
and will change according to the interpretation of different experts.463 In this 
essence, taking Saudi Arabia into consideration, it is relevant that the state has 
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no constitution, but instead a basic law comprising 83 articles that stipulate the 
rights and duties of various bodies and the basic principles of the government.464 
This makes understanding the exact implications of a transaction difficult, so the 
literature has meandered around the issue.465 Many scholars have decried the 
tendency to avoid engaging with this issue, arguing that it needs to be addressed 
in order to deal more easily with international law and conventional legal 
regimes.466 After all, if the counterparties to any given Islamic finance transaction 
are not even sure about the exact nature of their rights and liabilities, they will be 
unable ex ante to decide whether it is financially and economically viable for 
them.467 
On the other hand, within the context of the global financial crisis of 2008, 
investors across the globe have awoken to the need for effective risk appraisal, 
and Islamic finance is no exception to this. The systematic failure of financial 
regulation causes credit crunch,468and puts the spotlight on risk and its proper 
assessment, while, on the other hand, many recent narrow interpretations of 
Sharia have made the task of defining the exact risks attached to Islamic 
financial instruments even more difficult.469 
In this context, considering the statistics, the strength of the Islamic 
banking system can reasonably be represented by the growth in total value of 
financial assets held by Islamic banks.470 According to global financial records, 
the total value of financial assets was US$140 trillion in 2006.471 The Islamic 
financial market has grown rapidly in the present decade, reaching nearly double 
this value.472 Notwithstanding the concerns noted above, the high proportion of 
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asset holding, together with non-involvement in speculative or risky transactions, 
appears to have made Islamic banks and financial institutions more flexible in 
handling the impact of the international economic and financial crisis.473Some 
investment and financial analysts have attributed the growth and development of 
the Islamic financial industry to the capability of Islamic banks to handle the 
global decline in demand and investor confidence in a proper and efficient 
manner.474 The Islamic finance industry earned global revenues worth around 
US$1 trillion in 2009.475The Islamic capital market, on the other hand, achieved 
revenues of US$35 billion in 2007. There was some decline in revenue to US$15 
billion in 2008, but growth of around US$20 billion was reported in 2009.476 
These figures demonstrate a recent pattern of growth in the Islamic finance 
industry, which has led to its emergence, in a relatively short span, as a major 
feature of the global financial landscape.477 The industry has enjoyed consistent 
growth of about 10-15% annually with the establishment of a Jeddah-based 
multilateral development institution. Sharia-compliant banks and financial 
institutions function in more than 70 countries, with total assets exceeding 
US$875 billion, according to some estimates.478 
Banking in Saudi Arabia consists of two separate yet interdependent 
systems. Conventional banks function like commercial and investment banks 
elsewhere in the world, while, for the past two decades, there have also been 
Islamic banks operating under Sharia principles. The two types have functioned 
side by side, and have provided investors with complementary services.479 This 
has led to significant problems, especially due to the changing nature of 
interpretations given by Islamic scholars attached to each Islamic bank, on one 
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hand, and the lack of standardisation in legal frameworks and procedures for 
appeal, on the other.480 This confusion has intensified the legal risks of various 
types of Islamic finance instruments offered in the country.481 
Islamic law is subjectively a supplement to Sharia that is specifically not 
predicted by either the Sunnah or the Quran. The legal system has been framed 
to represent the attempt of a Middle Eastern country to integrate Islamic law and 
Islamic culture with the principles of participatory government.482 The basic law is 
the prevailing legal system in Saudi Arabia, covering the specific definitions of all 
state authorities, including the judiciary, legislative, and executive branches.483As 
the system does not envisage a segregation of powers held by the executive and 
legislative branches, all branches possess undeniable powers that strengthen the 
current understanding of the law.484 This means that the legislative authorities 
have sufficient power to take legislative decisions.485 
The banking law of Saudi Arabia embodies the regulations and roles of 
commercial banks and the central bank, as well as their relationships with foreign 
banks operating in Saudi Arabia.486 The law also provides various provisions 
through which all the activities of banks are governed.487  
Overall, governance of banking in Saudi Arabia is handled by the Banking 
Control Regulation, which licenses all commercial banking and financial 
institutions.488 Licensed money changers are an exception to this rule, but they 
are not allowed to conduct any other banking activity.489 Banking activities such 
as receiving money by way of fixed or current deposit accounts, issuing letters of 
credit or guarantee, or the collection and payment of cheques and drafts can be 
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carried.490 Specifically, in the case of Islamic banks, their profit-sharing natures 
enable them to be more stable, yet, overall, the banking sector of Saudi Arabia 
remains prone to legal risks, as reported in this thesis.491 The legal involvement 
of banks is directly related to their legal and regulatory compliance, their 
contractual rights, the effectiveness of their security, and other such concerns.492 
The peculiarities of the Saudi legal system, along with the comparatively 
low level of investment flowing into Saudi Arabia from the international market, 
can be seen to have cushioned the country’s banks from many of the risks to 
which the international market has been exposed.493 This is suitably 
demonstrated by the effects of the global financial crisis, which has resulted in 
the loss of reputation and image to numerous international banks and financial 
institutions.494 While the Islamic financial industry has also been affected, Islamic 
banks have shown relative resilience in terms of profitability, bank assets, and 
external bank ratings.495 The impact on them has not been as severe as on 
conventional banks, largely because the Islamic finance system has followed 
strict rules that have protected its position.496 
In 2009, global financial markets began to see a positive transformation, 
with the financial sector experiencing remarkable growth, resulting in the overall 
development of regulatory frameworks and Sharia standardisation initiatives.497 
The rapid growth and development of the global financial market has also 
benefited Islamic financial markets in terms of increased investment and trading 
opportunities.498 Investors and depositors have started turning to Islamic finance, 
because of the principles of Sharia discussed above, which prohibit transactions 
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that are risky or of uncertain value.499 The prohibition of riba, the sharing of 
risk,and the even-handed securing of the interests of both banks and their clients 
also appear to attract investors to Islamic finance.500 For instance, a recently 
established Islamic savings bank attracted more than 10,000 depositors.501  
The Islamic finance system has been gradually turned similar all over the 
world after the universal standards. Previously, there were slight differences in its 
operation across different countries, but international institutions such as the 
Accounting and Auditing Organisation for Islamic Financial Institutions (AAOIFI) 
and the Islamic Financial Services Board (IFSB) are now establishing universal 
standards. The growth and development of the Islamic finance industry has 
made it a significant contributor to the global finance market.502 Its strength and 
its increasing interaction with the Western financial market, as the latter emerges 
from crisis, have further boosted the growth and development of the industry, as 
evident from the expansion of Islamic financial institutions.503 
In other words, the Islamic and Western finance industries have tended to 
reinforce one another since 2009.504 This mutual support maintains sound 
liquidity in the economy so that crises can be dealt with effectively. Islamic banks 
have met the needs of their clients by providing loans without riba and by sharing 
risks and returns, while Islamic insurance companies have provided financial 
assurance in critical and unexpected situations.505 The Islamic finance sector has 
witnessed phenomenal success in shared ownership and participation with 
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financial intermediaries.506 In spite of its growth and progress, however, it 
remains far from achieving the objectives of institutionalising finance structures 
and minimising shared risk.507 The institutional structures of Islamic finance need 
to be modified within a framework of good corporate governance, in order to 
ensure sustainable growth, as well as to maintain the ability to meet demand for 
liquidity.508 
All financial transactions are associated with certain risks, including 
liquidity risk, commodity risk, mark-up risk, and operational risk.509 For instance, 
the transaction-banking department faces a major challenge in measuring and 
monitoring liquidity risks, which may affect a business that lacks sufficient funds 
to meet its financial commitments on time. Liquidity is linked directly with market 
conditions, including the supply of and demand for money; thus, an unexpected 
liquidity crisis in an economy is a risk to transaction banking, preventing banks 
from offering the required funds to investors.510 Liquidity risks threaten the easy 
availability of liquid funds in the market.511 Commodity risk is also a major issue 
in transactions, as financial institutions are not able to quantify future 
uncertainties due to fluctuations in commodity prices.512 However, the effect on 
Islamic finance is limited, as Sharia principles prohibit transactions that are risky, 
excessively uncertain, or tied to uncertain future events.513 Against the 
background set out above, this research examines the particular risks associated 
with the Islamic financial transaction known as Murabaha, and further considers 
ways of mitigating these risks.514 
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1.8 Murabaha 
 
I will focus on a type of contract, the Murabaha contract. I have chosen to 
work on this contract because it is the most representative of the risks associated 
with Islamic finance in general. Murabaha is a type of Islamic financial 
transaction—involving a seller, a buyer, and a lender—that is commonly used to 
provide finance.515 It is defined as a “mode of Islamic finance that refers to the 
sale of goods with a pre-agreed profit mark-up on the cost”.516 The word 
Murabaha, which actually means ‘profit’, is ultimately derived from the Arabic 
word riba.517 It is essentially a contract of sale in which a commodity is sold for 
profit. The seller is required to inform the buyer of the cost price of products and 
services, along with the selling price and the profit margin or mark-up.518In the 
modern world, Murabahais the most common and popular mode of Islamic 
financing; it is a technique used by Islamic banks across the globe.519It has been 
calculated that as much as 80% of the financial operations of Islamic banks 
belong to the category of Murabaha. The following analysis explains the 
overwhelming predominance of this particular mode of finance.520 
 Imagine that a client approaches a bank to seek the finance required for 
purchasing a particular product or service.521 The money could be loaned to this 
customer with interest by a conventional, interest-based bank.522 The customer 
would then use the loan to purchase the commodity or product in the open 
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market. Due to the prohibition of riba, Islamic banks do not have this option open 
to them, so their operations and functions are not based on interest.523 In short, 
they cannot lend money to a client who is required to pay interest on the loan.524 
The bank nevertheless has to make money from its operations to ensure its 
survival in the market.525 Thus, it cannot normally lend money to its clients at a 
zero interest rate, even if the provision of liquidity in the form of interest-free 
loans may represent some small proportion of total finance.526 Murabaha is 
prevented interest based transactions by serving zero interest based loan to the 
client for buying assets. 
 The alternative mechanism of Murabaha was therefore developed to allow 
banks to make money from providing finance to their clients without violating the 
Sharia prohibition of riba.527 Rather than lending money to an interest-paying 
borrower, the bank itself purchases the asset or commodity for cash, and then 
sells it at a fixed profit to the prospective customer.528 Unlike a straightforward 
purchase and resale trade, however, the bank allows the client to defer payment, 
as the client would not have entered into the transaction if he had had the 
necessary liquidity available to purchase the goods outright.529 Thus, the client 
enjoys immediate use of the asset without having to pay for it in full at once, 
while the Islamic bank is able to make a profit in exchange for its services in 
acquiring the commodity on behalf of the client.530 In order to ensure this 
transaction meets the Islamic standards of a legal sale, many requirements must 
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be met.531 Murabaha thus follows the principle of interest prohibition, allowing 
participants to enjoy profits and fees from the sale of assets or property without 
interest.532 
MurabahaMurabahaMurabahaMany people have questioned the legality 
of Murabaha financing under Sharia law, due to the similarity of the profit or 
mark-up to interest or riba.533 The bank purchases the goods for the client at an 
agreed price, and then sells them to the client at cost plus a reasonable profit. 
Repayment of this sale price including mark-up is usually made in instalments, 
which the client pays to the bank at agreed intervals.534The following section 
demonstrates the functioning of Murabaha financing.  
 
The functioning of Murabaha financing 
 
 The operational details of Murabaha financing are best explained in terms 
of three steps, the first of which is to establish a contractual relationship between 
the bank and the client for the bank to purchase a commodity from the seller on 
behalf of the client. In the second step, the bank engages in a purchase 
agreement with the seller, and, finally, the third step is where the bank sells the 
commodity it has purchased to the client at a price that is calculated by adding a 
mark-up to the base price.535 Since the receivables of a Murabaha transaction 
are debts payable that are due on maturity, it cannot be sold for a price other 
than its face value in the secondary market.  
 The client takes physical possession of the goods from the bank and 
undertakes an obligation to repay the bank the agreed amount. There have been 
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many instances identified where the customer entering into the Murabaha 
contract and the seller of the commodity are sister concerns. However, in many 
other cases, a bank customer enters into the purchasing agreement as an agent 
of the bank, and thereafter repurchases the same commodity from the bank at 
cost plus a profit, the whole of which must be paid at a predefined date.  
 In this model, the selling price of the commodity is calculated by adding a 
profit margin to the cost, that profit margin being set by the bank. For example, if 
a contract concerns the purchase of a commodity that costsUS$100,000, with a 
financing period of 10 years, and the bank sets a marginal rate of 5% annually, 
then the price of this commodity (cost + profit margin) would be US$150,000. 
Furthermore, the Murabaha financing model is extended to meet the working 
capital requirements of organisations in the form of inventory financing, which 
can be considered to be similar to the short- or medium-term conventional loans 
provided by other financial institutions. Islamic banks provide an inventory 
financing facility to meet the day-to-day expenses of a business through 
participation term certificates, which certify that the bank will have a share in the 
profits of the organisation on a pro-rata basis for a certain period. However, 
financing in this way is not easy, as the organisation seeking finance is required 
to demonstrate, with sufficient evidence, that the project or business for which it 
requires finance is viable and will be profitable in the future.536 
 In addition to the example above, the mechanism of a mortgage 
transaction is considered to be a form of riba and is thus forbidden within the 
Islamic jurisdiction. For example, an individual may decide to retain a significant 
amount of money that has been borrowed from the mortgagee, and, in return, it 
could be promised that the principal amount, along with the mark-up value, will 
be recovered. This is deemed to constitute an interest-bearing loan, and it is 
therefore considered to be a forbidden form of financing. Thus, if an intention to 
separate the loan from the sale contract is taken to be the basic intention, Islamic 
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jurists will condemn both secured and unsecured loans equally.537Given this 
obstacle, the Islamic alternative to providing financial assistance for a commodity 
purchase is the Murabaha transaction. In this transaction, the eventual 
mortgagee is first required to purchase the property from the seller and obtains 
the direct title, or else title is obtained through a special-purpose vehicle (SPV). 
Thereafter, the bank can sell the property to the mortgagor on a credit basis; 
amortisation tables are used and fees are calculated on the basis of the same 
interest rate used for conventional mortgages. A single legal difference, 
according to Islamic finance practitioners, is that the mortgagor in such cases is 
involved as a party in the credit sale contract rather than the loan contract. In 
response to certain judicial requirements, the government-sponsored 
organisations that provide assistance with mortgage securitisation ensure that 
the documents to be signed contain terminology such as “borrower”, “loan”, and 
“note”. Furthermore, Sharia jurists have argued that such contracts remain one of 
the most permissible trades, in contrast to forbidden forms of borrowing with 
interest. As per the jurisdiction, the multiple sales requirements, together with the 
required use of documentation of title and SPVs, may increase costs associated 
with tax and other legal requirements. Another major difference pertaining to the 
jurists’ point is the peculiar structure used by Islamic banks for avoiding late 
payment penalties.  
 Other issues found to arise in this model of financing include failure to 
make due payments, as one of the primary requirements of Sharia law is not to 
increase the profit element included in the price of the commodity. This 
requirement presents difficulties for finance companies in monitoring compliance 
with repayments. To resolve this issue, an edict was passed providing for the 
levying of a penalty on any borrower who was persistently late in making 
payments, while, for minor lapses, the principle of mercy (tarabum) was 
introduced, making the provision that late-paying customers having legitimate 
excuses should not be penalised. 
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 Another issue relates to the presentation of financial statements, as 
Islamic finance companies were found to be assigning the entire profit to income 
statements in the same accounting period in which the contract was formed. This 
approach showed these companies to be achieving better performance than 
other conventional financing companies. However, many international audit firms 
claimed that these profits should be spread over the life of the contract, and this 
issue was eventually resolved with the establishment of the AAOIFI, when it was 
decided that profits would henceforth be allocated in this manner by Islamic 
finance companies. 
 Murabaha is a contract involving the resale of goods by a lender 
(generally a bank) to a client (hereafter referred to as “the borrower”);the 
regulations of this mode of financing specifically allow the lender to earn interest 
on the transaction. However, it is graciously treated by Islam as a legally 
accepted form of financing, as it follows all the necessary legal principles. There 
should be certainty with regard to the rights and obligations between lender and 
borrower. One essential condition that is applied to all such contracts is that the 
borrower has a shortage of funds. The transaction is marked by two major 
phases. First, the parties meet and discuss the terms with each other. It is only 
after reaching a point of agreement that they both enter into the transaction. This 
discussion also clarifies all the details of the asset that the borrower is willing to 
purchase. In the second step, the parties must reach consensus regarding a 
mark-up price and the number of instalments in which the amount is to be paid 
by the borrower to the lender over a period of time. As per Islamic laws, the terms 
of the contract should be equally beneficial to both parties.  
The execution of the transaction also takes place in a series of planned 
steps, in accordance with legally mandated guidelines. First, the lender 
purchases the asset from an outside party at a certain market price. His title 
should be free from any kind of charges, so that the transfer between the 
borrower and the lender can take place smoothly. The price at which the lender 
sells the asset to the borrower is obviously higher than the price he has paid to 
the outside seller. The borrower pays the mark-up price to the lender in the form 
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of a pre-scheduled series of instalments. The difference between the two prices 
represents the profit that the lender earns on the whole sale-purchase 
transaction. No oral or written contract is entirely free of risk of default by either of 
the parties, so a Murabaha contract is also subject to all such eventualities. In 
case the borrower fails to pay an instalment, the lender has the right to regain 
possession of the asset. 
 There is another slightly different form of Murabaha financing, which is 
referred to as the ‘commodity Murabaha'. This instrument is used by banks to 
enhance their short-term liquidity. It has all the constituents of a basic transaction, 
such as a deferment of instalments over a period of time,along with contractual 
agreement between the two transacting parties, which, in this case, are both 
banks. One bank acts as buyer, while the other bank acts as seller. The mark-up 
price, repayment schedule, and all other important terms are decided in advance 
by the transacting banks. This commodity Murabaha basically performs similar 
functions to those of a short-term money market instrument, whose basic aim is 
to provide liquidity to the market. It should be noted that borrowing banks do not 
intend to keep possession of the underlying assets. Generally, the asset 
exchanged is a durable commodity having distinct characteristics. Therefore, the 
purchase and sale take place solely to facilitate liquidity in the market. These are 
fixed rate transactions (as opposed to floating rate transactions) and have a 
maximum tenure of one year. However, there may be an additional levy that must 
be borne by the borrower bank. Such a cost usually varies according to the 
volume of the contract. 
 The basic aim of an Islamic bank, in performing a commodity Murabaha, is 
to give a deposit to the customer and to generate returns. The complete 
depositing process begins with the acceptance of the warrant by the counterparty 
to the offer generated by the lending Islamic bank. The counterparty purchases 
the warrant on a deferred payment basis, and the prepayment value is agreed in 
advance between the two parties.538 Ownership of the warrant is thereby 
transmitted to the counterparty; however, payment is not made until the 
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predetermined date. Thereafter, the counterparty requests the Islamic bank to 
sell the warrant, on its behalf, in the open market and the warrant reaches the 
end buyer. The counterparty is paid the spot counter value of the warrant, 
irrespective of the fact that the Islamic bank sells the warrant on its behalf, or the 
counterparty itself arranges the sale of the warrant in the open market. The 
counterparty makes the payment to the bank at a predetermined time in the 
future.  
 The net result of the movement of cash and warrants in the above 
procedure is that the Islamic bank is left with a due amount of money adjusted 
against the offsetting payment made to the counterparty. This offsetting payment 
is inclusive of a predetermined principal value, plus mark-up, which is performed 
at a predetermined future date; this creates a synthetic deposit that is taken by 
the Islamic bank.539 In the first three steps, the Islamic bank acts as a buyer of 
warrants for principal value. The client owns the warrant and requests the bank 
to act as agent on its behalf and to execute the sale of the warrant in the spot 
market. The Islamic bank further arranges for the sale of the warrant to a metal 
broker, which results in a synthetic interbank deposit that is placed by the Islamic 
bank along with the client.  
 Under the deposit-taking process of commodity Murabaha, the major aim 
of the Islamic bank is to take the deposit from the client and then make the 
repayment at an agreed and predetermined date, with the amount being inclusive 
of principal plus mark-up. In the case of the reverse Murabaha, the structure is 
such that the Islamic bank purchases the warrant and acts as an agent of the 
client, thus undertaking the purchasing procedure on behalf of the client. 
Thereafter, ownership of the warrant is transferred to the counterparty from the 
Islamic bank and the counterparty makes immediate payment of the due amount. 
Following the transmission of ownership, the counterparty invites the Islamic 
bank to sell the warrant on a deferred payment basis. Thus, ownership is again 
transmitted to the Islamic bank, which then sells the warrant to the end buyer in 
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return for a countervalue that is paid on the spot. Lastly, the Islamic bank makes 
payment to the counterparty, as per the predetermined timeline, with the payment 
amount being the sum of the original principal value and the mark-up.  
 In case of deposit given, it is significant to note that each step must be 
undertaken in the correct sequence, and ownership of the warrant must be 
transferred from one party to the other, before any other action takes place.540 In 
the first four steps, the Islamic bank acts as an agent of the client. Thereafter, the 
client owns the warrant and sells it back to the Islamic bank on a principal-to-
principal basis as deferred payment of the amount, comprising the principal plus 
the mark-up value. The Islamic bank, as the owner, subsequently sells the 
warrant to the metal broker in return for an on-spot payment, which results in a 
synthetic interbank deposit that is made along with the Islamic bank.  
  The basic nature of Murabaha financing is such that the purchase price 
the customer is required to pay does not change even in the event the customer 
makes early payment.541 For instance, in the case of default, or in a situation 
where the customer voluntarily undertakes to make payment prior to the due 
date, the amount due is not affected in any way. Such features of Murabaha 
create various legal issues,and the laws are aimed at protecting customers by 
way of limiting the financial charges that may be imposed upon them as a penalty 
for any delay in payment or as a reward for early payment. Thus, Islamic banks 
are required to ensure complete disclosure of the amounts their customers are 
due to  pay, as well as the amounts that have already been collected.  
 There are certain specific conditions to which all of the parties associated 
with a Murabaha contract are required to adhere. The first and most important 
condition is the Sharia compliance of all parties. The commodity under 
consideration must be clearly defined and described in the written contract; 
however, it is not compulsory that it should be tangible. The market value must 
be specified, along with the mark-up charged by the lending Islamic bank for 
rendering the Murabaha financing services. In addition, the total amount due 
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must be clearly defined within the Murabaha contract, and must also be mutually 
agreed by the parties before commencement of the contract. Thus, Islamic banks 
are expected to add a profit or mark-up value before selling to a client to ensure 
that the contract is executed on a cost plus mark-up basis. The seller of the 
commodity is required to disclose any flaws within the commodities. Moreover, 
the parties are required to explain all aspects of the process of purchasing the 
commodity, such as the mode of payment, any middlemen involved, installation 
charges, and duration of supply. It is essential for the profit to be added by the 
seller before the commodity is sold to the client, in order to ensure that the basic 
functioning of theMurabaha contract is fulfilled. The main reason for this relates 
to the need to cover the risk of any delay in payment.  
These requirements can be summarised by considering the two basic 
stages in which a Murabaha transaction is completed. The first stage entails an 
undertaking by theparticipating bank to perform a Murabaha transaction at the 
request of its client, in which the bank makes a promise to purchase the 
commodity on behalf of the client and the client promises to repurchase it from 
the bank.542 It can be further stated that this promise does not in itself constitute 
a legally binding contract.543 If the client declines to fulfil his promise, then the 
bank is at risk for the amount it has spent purchasing the commodity on his 
behalf.544At the second stage, the client agrees to a deferred payment schedule 
after receiving the commodity purchased by the bank.545As such, a Murabaha 
transaction is based on two sale contracts, which comprise its main 
requirements; one is the process by which the commodity is acquired by the 
bank, and the other is the process by which the commodity is sold to the client.546 
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These contracts, for the sale of the commodity concerned, should be real and 
separate transactions.547Islamic banks use Murabaha in order to satisfy many 
different kinds of financing requirements.548Thus, it is often used to provide 
finance for the purchase of consumer durables, such as household appliances 
and cars; to pay for housing or real estate; or to finance the purchase of 
machinery, raw materials, and equipment for clients operating in the production 
sector, among others.549 The most popular and common application of Murabaha 
is in the financing of short-term trade. In addition, Murabaha contracts can be 
used to provide finance for the import trade and to issue letters of credit.550 
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Figure 1: Murabaha Transaction 
 
Figure 1illustrates the details of a Murabaha transaction, in which an 
Islamic bank buys assets or goods from a third party vendor/supplier, as per a 
client’s requirements.551 The vendor transfers title to the bank as executor of the 
purchase order, which is then transfers it to the client and in turn  client pays 
price plus a mark-up profit to the bank552In simple terms, the bank purchases a 
commodity from a supplier and sells to a borrower at cost plus profit.553 The 
customer pays this total sum in instalments. The goods most commonly subject 
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to Murabaha include land, cars, machinery, and buildings.554The next section 
presents several advantages of Murabaha contracts, in order to reflect their 
positive aspects on contrary to the legal risks/negative side. 
 
Advantages of Murabaha 
 Murabaha financing is a mechanism that has long been implemented in 
Islamic finance. The term refers to a particular type of simple sale that has no 
significance to the financial transaction.555Murabaha contracts have been 
adopted by Islamic banks for the purpose of applying a profit-and-loss sharing 
system within Islamic banking on a significantly larger scale, in order to resolve 
the associated difficulties and risks.556 
 The Murabaha contract is considered to be the primary manifestation of 
the price deferred sale.557Murabaha has now evolved to a point where it has 
become one of the most popular Islamic financing techniques, reported to have 
reached a proportion of 70% to 80% of the total volume of Islamic 
financing.558The overall structure of Murabaha contracts is comparatively 
straightforward compared with various other financing techniques offered by 
Islamic banks.559It consists of a declared mark-up that is integrated in the selling 
price of the commodity being traded in the transaction.560 This can be explained 
by considering the example of a constructor who is in need of financial aid to 
purchase equipment, the market value of which is US$50,000.561 One source of 
financing available to the constructor is to purchase the equipment from an 
Islamic bank under a Murabaha contract, whereby the bank buys it on his behalf 
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and he in turn buys it from the bank at cost plus mark-up, with payment of the 
repurchase price deferred for six months.562 The final sale price will be 
US$60,000, calculated inclusive of the agreed profit margin, transition cost, and 
the basic commodity value.563 
 The Murabaha financial instrument has numerous advantages for both the 
Islamic bank concerned and its client, the purchaser.564 The duration for which 
these Islamic banks bear risk is typically shorter than that applicable to 
alternative financial techniques and aids provided by other financial 
institutions.565 In addition, the profit margin is realised as soon as the transaction 
involving the sale and purchase is completed.566Murabaha financing is 
considered a virtually risk-free mode of monetary investment,and it provides 
Islamic banks with a predetermined return on capital invested.567A further 
argument in favour of Murabaha financing is that it provides the possibility for an 
Islamic bank to earn a profit without bearing the risk of possible losses, except in 
cases where a buyer defaults on payment or becomes insolvent.568The specific 
risks attached to this type of contract are discussed in the following section, in 
order to outline the stakes and discuss the core issue of the mitigation of these 
risks. 
 
Risks associated with Murabaha transactions 
 
The purpose of this section of the dissertation is to present and 
understand the risks attached toMurabaha contracts. In the current dynamic 
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business and economic environment, both conventional and Islamic banks 
operate under varied conditions, with implications for the risks faced by all parties 
to transactions,569 such as credit risk, operational risk, commodity-loss risk, 
payment default, and asset loss. All financial institutions seek to attract a wide 
customer base by minimising such risks.570 Those faced by parties to Murabaha 
transactions include credit risk, mark-up risk, operational risk, commodity risk,and 
liquidity risk.571 Additionally, other legal risks can arise from faults in the system or 
the insolvency of parties.572 
Credit risk occurs when a customer fails to make payment for an asset or 
commodity, due to financial or other difficulties. Other factors that may lead to 
credit risk for the bank include the destruction of property or assets before the 
customer takes possession.573 Defaults in payment or cancellation of promise 
may also result in liquidity risk. Mark-up risks, on the other hand, arise due to a 
fluctuation in the market rate of return. Once the rate of return is determined and 
fixed by banks and financial institutions, it cannot be changed frequently; thus, 
any modification in the price and quantity remains unfulfilled.574 This inflexibility 
has many adverse effects on banks, creating further pressure on the mark-up 
margins.575 Operational and commodity risks arise where the customer refuses to 
hold or purchase the asset, and the bank has difficulty in disposing of it by selling 
it to another party.576 
Fluctuation in market return also represents a risk for the lender, having 
estimated the selling price on the basis of returns prevailing in the market.577 
Market returns can fluctuate very rapidly, making it difficult for banks and other 
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financial institutions to keep pace with such changes. Losses may then arise as a 
result of deviations from the expected return.578  
Actions for managing risks associated with Murabaha 
 
The above discussion has identified a number of significant risks 
associated with Murabaha transactions. When these risks are high, the 
transaction may not work smoothly and effectively, so it is essential to identify 
some mitigating actions in order to ensure that they do so.579 This section 
outlines such risk management actions. 
Credit and liquidity risks can be mitigated by keeping a certain amount of 
deposits and promising to purchase assets at the end of the contract period.580 
This will help to cover losses in case of customer default or breach of contract. 
The risk of a payment default can be minimised by imposing a penalty on default, 
which will lead directly to a reduction in defaults.581 Banks can reduce liquidity 
risks by entering into Murabaha transactions with suppliers and providing the 
products or commodities to the client only after he has agreed to the specified 
terms and conditions related to the product.582 This action will reduce the 
incidence of financial default.583 Overall, the main area of concern for financial 
institutions is liquidity, which must be managed to ensure a sound position. I will 
develop approaches for risk mitigation in this dissertation, as my aim is to 
propose a framework to encourage the use of Murabaha contracts, while 
mitigating the associated risks. 
 
1.9 Research Questions and Sub-Questions 
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In order to fill the gaps explained above, the research addresses a number 
of questions that reflect the phenomena to be studied. The main research 
question is: ‘What legal risks are faced by parties involved in the Islamic financial 
transaction known as Murabaha, and how can these risks be mitigated without 
impacting the very nature of the Murabaha contract?’ Answering this question is 
intended to provide deep insight into the risks associated with Murabaha and 
their ultimate influence on the potential gain from such transactions. The 
assumption is that the areas of risks in question include liquidity, solvency, 
profitability, and capital adequacy. A secondary research question is: ‘What 
methods can be used to manage the legal risks associated with Murabaha 
transactions?’  
In addition to these two questions, the following sub-questions are 
explored in this dissertation: 
 What developments can be observed in the history of Islamic finance?  
 What are the major principles of Islamic finance?  
 How and to what extent would the various risk dimensions associated with 
Murabaha Islamic financial transactions directly affect the interests of the 
financial institutions and individuals involved? 
 In what manner do the risks associated with Murabaha affect the Saudi 
Arabian legal system? 
Answering these questions will provide sound knowledge of Islamic finance and 
the risks associated with Murabaha financing, along with the appropriate risk 
mitigation actions or strategies.  
 
1.10 Research methodology 
 The research on exploring legal risks in Murabaha transaction is based on 
secondary information in which pertinent studies by different scholars and legal 
cases are used to gain understanding of sharia legal system, Murabaha 
transaction and legal risk associated with it. Secondary data about actions 
undertaken to deal with legal risks of Murabaha is also explored under this 
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research. This thesis is completely based on secondary information and thus, it is 
a qualitative methodology that used in it. Qualitative methodology in this research 
helps to reveal trends by reviewing previous scholars’ thoughts and opinions for 
gaining deeper knowledge into the problem.  
Murabaha Research Approach 
 
In researching the legal risks associated with Murabaha contracts, the 
qualitative approach was used, as the research required in-depth information 
regarding this form of Islamic financial transaction, with respect to the structure, 
features, legal risks/risk dimensions, causes of legal risks, impact on 
shareholders and on the bank’s functioning, and actions to lessen the legal risks 
has easily been collected.584The research undertaken has made use of 
secondary sources. The information regarding Murabaha transactions has been 
explored and studied to identify legal risks attached to the Islamic banking 
system, by examining contracts between banks and the other party.585 The 
information explored in this study is secondary in nature, which signifies that the 
research has used existing knowledge. In addition, secondary data is also used 
to obtain other researchers’ viewpoints on the same topic, in the form of a 
literature review.586The main purpose behind using the contracts as the main 
method and secondary sources is to cover information about legal risks for 
exploring the hidden aspects from the perspective of detailed investigation.587 
This research approach helps to explore existing theory on this topic, as 
relevant data and information is gathered using a secondary data collection 
method, i.e. literature review method.588 In addition, the inductive approach is 
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helpful in extending the derived theories and conclusions, regarding the research 
topic, from past experiences.589 The interview method has not been included, 
owing to the probability of receiving in adequate and/or incorrect data.590In light 
of the sensitivity of the research issue under consideration, an interview 
methodology would demand knowledge from top financial executives employed 
at Islamic banks in Saudi Arabia, which would have been a difficult task.591 
 
Research design 
 
Research design is one of the key aspects of the research methodology; it 
reflects the entire range of tasks involved in determining the research problem.592 
Appropriate research designs commonly used in research include experimental, 
descriptive, exploratory, cross-sectional design, case study, and causal research 
design.593 The exploratory research design is followed to perform a study of the 
legal risks involved in Murabaha transactions. This useful design offers a high 
degree of flexibility to researchers, as it provides an opportunity to have personal 
insight into the research data and to address the research problem in the most 
relevant way.594 Exploratory research design comprises multiple modes of data 
collection, namely experience survey, literature survey, and case study method, 
the latter of which was considered to be a feasible choice for the present 
research study.595 
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A combination of these methods has been used to address the research 
problem, owing to the nature of the research and data requirements.596Similarly, 
various data collection methods—including the review contracts and academic 
sources—were used in tandem to explore and gain knowledge of Murabaha 
Islamic financial transactions and their related risks, and, thus, the adoption of 
this approach is quite justified.597 Another significant reason behind choosing 
exploratory research design for this research is its flexibility.598 It focuses on 
critical, rather than descriptive, evaluation, as this focuses on gaining deep 
insights and ideas regarding the legal risks related to this form of financial 
transaction, as well as their impact on earnings and existing financial position. 
Descriptive evaluation, on the other hand, focuses on identifying the frequency 
with which legal risks occur.599 
Contract review and analysis 
Research strategy, in general terms, refers to various processes and 
activities carried out for completing the research work in a successful manner.600 
It primarily emphasises the collection of information related to the research topic 
from different sources, in order to interpret accurate and valid outcomes of the 
research work.601With respect to this research work, the research strategy has 
involved the use of secondary sources, along with the examination of contracts 
formed between banks and clients, as this will be helpful in acquiring relevant 
information about the legal risks involved.602 
Details of contracts and their justification 
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For this, the secondary literature method has been used to learn more 
about Murabaha transactions and the legal risks involved in this kind of financial 
dealing.603And further accumulated information has been used to develop the 
literature review section.604 The main rationale behind choosing the secondary 
method is to explore greater volumes of information, related to Murabaha 
transactions, in statistical and theoretical terms.605  This is collected by means of 
various academic and literary sources, together with Murabaha contracts 
between banks and other parties.606 In this research, various books and journal 
articles—related to Islamic finance introduction, modes of Islamic finance, Basel 
II and capital requirements for Islamic banking, identification of risk exposures in 
view of Islamic banking, and risk hedging instruments for mitigating legal risks—
have been used.607 This has enabled the collection of valuable information 
regarding steps and measures to be taken to mitigate the legal risks arising in the 
performance of Islamic financial transactions.608 These books and journal articles 
were reviewed using online sources, as well as the university’s library collection. 
During this process, only eminent authors and recently published articles and 
books were used.609 
The library research method, along with contracts formed between banks 
and their clients, has also been used as a source of information regarding 
Murabaha Islamic financial transactions, related legal risks, and the impact of 
transactions on different stakeholders. Contracts are also used to provide 
evidence for the research study, which is helpful in obtaining valid and reliable 
results of the research.610 These contracts will provide real-time data and 
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information, which will support the research study.611  It also helps to acquire 
knowledge regarding different situations—in the course of conducting financial 
transactions—that lead to the occurrence of legal risk.612 This method is 
appropriate for this research study, as it provides comprehensive and detailed 
information regarding the different legal risks related to Islamic financial 
transactions, thereby permitting effective analysis of the data.613 
 
Data analysis method 
 
In the data analysis method, evidence from literary sources supports the 
research findings.614 This helps to maintain the validity and reliability of the 
results of the research study.615 In addition, a coding method was used to 
safeguard the anonymity of the banks and clients between which the contracts 
have been formed.616The contracts were acquired from Islamic banks in Saudi 
Arabia, taking data security and protection concerns into consideration. The 
selection of contracts and journal articles has been carried out on the basis of 
inclusion exclusion criteria, with specific reference to the basic research 
objectives.617Such sources assisted in gathering reliable information regarding 
the legal risks involved in Murabaha Islamic financial transactions. The 
descriptive analysis method helps in obtaining summarised results, as it contains 
a large volume of information gathered from different sources. In addition, the 
descriptive analysis method reduces the large chunk of information available in 
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different literary sources, so as to present it in a comprehensive and simplified 
manner.618 
Limitations of selected research methods 
A few limitations that came up in the course of this research work are laid 
out below: 
 First, data collection in this study included the incorporation of contracts 
related to Murabaha transactions, as well as the use of various secondary 
sources.619 Exploration of these sources was a relatively time-consuming 
process, though it was required to address the research problem.620A lot of 
time was expended while identifying the relevancy and authenticity of the 
contracts and secondary sources used in the research study.621 Another issue 
was the reluctance of sources to communicate information pertaining to 
banks and contracts. My initial approach, involving the use of questionnaires, 
had to be abandoned, and I went in search of bank contracts to examine 
instead. 
 Secondly, the problem definition was not presented in a sufficiently elaborated 
manner, which is typically essential to improving the degree of understanding 
of the research audience.622 During the research work, the problem selected 
for investigation was not defined in a clear and elaborated manner, which 
affected the data collection process, as well as directing the research in the 
required direction.623 Some of the sources identified disagreed with the 
definitions and formulations adopted in my research. 
 Moreover, another limitation was the partial dependence of the research study 
on information collected from secondary sources, as a result of which it was 
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difficult for the researcher to obtain information regarding the existing legal 
risks present in Murabaha Islamic financial transactions.624 
 The other limitation of this research study was that no information was 
obtained through interaction with the banks and parties conducting Murabaha 
contracts. This has restrained the ability to draw from the real-life experiences 
of parties involved in these contracts.625 
 
Ethical considerations 
 
 Identification and selection of relevant sources: The main obstacles 
identified in the course of this research related to the limited access to academic 
books, journals, and other sources on this topic. It was necessary for the 
researcher to make an appropriate selection of sources by considering the time 
in which they are published.626 
 Confirmation of authenticity and relevancy of the information: It is crucial 
for the researcher to collect relevant information for the research study from 
authentic sources.627 It was required for the researcher to find sources from 
which the information could be easily accessed.628 Researchers find it difficult to 
obtain information related to the research topic if they rely solely on secondary 
sources for data collection. This is because researchers are required to take the 
consent of the authorised person or entity to collect information.629To maintain 
the authenticity of the data, information has been gathered from the readily 
accessible and reliable secondary sources that have been compiled by renowned 
academicians and scholars. 
Awareness of unpublished works: A researcher should have updated 
knowledge regarding unpublished works related to the research topic.630 This 
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helps the researcher to analyse and interpret the information and, consequently, 
to attain valid and reliable results.631In order to create awareness about 
unpublished works, it was vital, while conducting the research, to ensure that 
knowledge of research work that remained unpublished was regularly reviewed 
and updated. 
Confidentiality: In this research study, Murabaha contracts, formed 
between banks and other parties, were evaluated to identify legal risks and 
related causes.632 Information relating to contracts between banks and other 
parties is quite confidential and, therefore, it was significant to consider the 
ethical aspect of confidentiality.633 This consideration is helpful in preserving the 
secrecy of information related to the banks and their clients, which ultimately 
serves to prevent any kind of eventuality.634Confidentiality is protected through 
storage of information in password-protected documents in an anonymous 
manner. In order to protect data, I have recorded information gathered from 
contracts in coding form, with the actual information being hidden by representing 
information in different ways.  
 
1.11 Organisation of dissertation 
 
This dissertation has five chapters, whose content is as follows: 
 
Chapter 1: Introduction  
 This first chapter has outlined the background to the research, including a 
brief history of Islamic finance and its principles. It has discussed risk in this 
general context, then described Murabaha and considered the legal risks 
associated with this type of transaction. It has identified a research gap and set 
out the aims, objectives, and research questions intended to address this gap. It 
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has explained the significance of the study and ends by setting out the proposed 
methodology.  
 
Chapter 2: Saudi Legal System  
 The aim of this chapter is to focus on the issues related to Islamic 
Finance, the regulatory framework followed in Sharia legal system Derivatives in 
Islamic Finance, and the application of derivatives in Saudi Arabia is also 
covered. Second chapter provides background information regarding the Islamic 
Banking System, Financial System and the Legal Structure in Saudi Arabia. 
 
Chapter 3: Findings and Analysis  
 Chapter three presents the results of the research work, analysing and 
critically evaluating the primary data collected in the form of contracts and 
secondary sources. The data are analysed in light of the research aims stated 
earlier in this chapter. 
 
Chapter 4: Analysis of the Legal Risks Associated with Murabaha Contracts and 
Actions to Mitigate Legal Risks 
 This chapter presents an analysis of the legal risks of Murabaha 
transaction and actions to mitigate Murabaha transaction risks. This is critical 
analysis using secondary data sources and contracts evidence.  
MurabahaMurabaha 
Chapter 5: Recommendations 
 The final chapter covers appropriate recommendations as to ways in 
which Islamic financial institutions might minimise the impact of legal risks 
associated with Murabaha transactions. It also offers suggestions for future 
study. 
 
1.12 Conclusion and Transition 
This chapter has introduced the topic of legal risks associated with Islamic 
financial transactions in the context of a brief history of Islamic finance. It has 
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noted the rapid growth and development of the Islamic financial system, which 
has enabled it to meet the financial needs of Muslims throughout the world. It has 
explained the major principles of Islamic finance and their relationship to the five 
key principles of Islamic law. The common legal risks associated with Murabaha 
transactions have been identified as credit risk, mark-up risk, operational risk, 
commodity risk, and liquidity risk, all of which directly influence the integrity of the 
transaction and are thus of considerable importance. In this dissertation, the legal 
risks associated with this type of Islamic financial transaction are explored, with 
the following combination of data collection approaches including contracts and 
other researchers’ viewpoints. Contracts between banks and the other party are 
quite useful in understanding the legal risks involved in Murabaha transactions. 
The next chapter is the literature review, which presents the critiques of various 
secondary sources for the purpose of collecting secondary data.  
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Chapter 2: Saudi Legal System 
 
2.1 Introduction 
 The aim of this chapter is to focus on the issues related to Islamic 
Finance, and the regulatory framework followed of Sharia legal system. 
Additionally, Derivatives in Islamic Finance and the application of derivatives in 
Saudi Arabia is also covered under this chapter. In this manner, this chapter 
provides background information regarding the Islamic Banking System, 
Financial System and the Legal Structure in Saudi Arabia. 
2.2 Overview of Saudi Arabia 
 Saudi Arabia is the birthplace of Islam and also two of the holiest shrines 
that are Mecca and Medina. It has been explored that Saudi Arabia was 
established in the year 1932 in the South-West Asia by King Abdulaziz. The total 
area of Saudi Arabia is around 2.25 million square kilometres, which has a 
population of 27 million and among them; 8.4 million people are foreign 
residents. Saudi Arabia is divided into 13 mintaqah, which is the administrative 
division.635 Each of the administrative divisions in Saudi Arabia is governed by 
the people of Royal family. The official religion that is followed in Saudi Arabia is 
Islam, and the official language is Arabic. Further, the capital city of Saudi Arabia 
is Riyadh, and in Saudi Arabia, the monarchy is followed.636 In the country, the 
King is given the title of Custodian of the Two Holy Mosques, as performs the role 
of Head of State and the Prime Minister.637 
 In Saudi Arabia, the constitution is derived from the Quran and the 
Sunnah, which are mentioned in Sharia.638 The primary sources of Sharia are the 
Quran and the Sunnah, while the secondary sources include Islamic Scholarly 
Consensus (Ijma) and the analogical reasoning presented by the Muslim Judges 
(Qiyas). The primary sources are used by the government in Saudi Arabia for 
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administrative regulations of the State.639Sharia is used by the Islamic Judges 
(Qadis), and these judges are influenced by the Hanbali Madhhab, which is a 
term used for schools. These schools are of Islamic Jurisprudence, which is 
applied by the courts of Saudi Arabia.640 
 According to the Article 44 regarding the Basic Law of Governance, it can 
be stated that the authorities of a state also consists of judicial authority, 
executive authority and legislative authority. In Saudi Arabia, the King is 
considered to be the ultimate arbiter for all the authorities in Saudi Arabia. It has 
been explored that the judicial authority of Saudi Arabia includes the Sharia court 
system, the Board of Grievances and also the committees regarding quasi-
judicial. Some of the judicial authorities in Saudi Arabia are, the Commercial 
Papers Law, Anti-Commercial Fraud Law, which is included in the Saudi Arabian 
Ministry of Commerce and Industry, and the Banking Disputes Settlement 
Committee of the Saudi Arabian Monetary Agency (SAMA).641 Further, religious 
legal opinion, which is fatwa, is derived from Sharia. Therefore, the provisions 
under the Sharia are applied by the courts of Saudi Arabia. It is also applied to 
the cases, which do not conflict with the Quran and the Sunnah. 
 The Basic Law of Governance under the Article 44 uses a term, regulatory 
authority for the cases, which are to be referred to the legislative authority of 
Saudi Arabia. The reason behind the referring of the cases is in the name of God, 
as God is considered to be the ultimate source of legislation. Further, Article 67 
regarding the Basic Law of Governance has specified to the legislative authority 
that the principles of Sharia must be followed while formulating laws.642 It has 
been explored that the legislative authority of the Saudi Arabia is shared by the 
Council of the Ministers, the King of Saudi Arabia and the Consultative Council 
(Majlis al-Shura). According to the Basic Law of Governance, the King of Saudi 
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Arabia can preside over the Council of Ministers. Whenever a new law is 
formulated, or any amendment is made to the existing law in Saudi, the draft is 
proposed by Majlis al-Shura, which is reviewed in the Council and these reviews 
are then submitted to the King.643 In Saudi Arabia, Majlis al-Shura assumes a 
legislative competence in the country as Majlis al-Shura is the sole 
representative of the people of the country, as mentioned in the Article 2 and 
Article 15 of the Council Law of Shura. However, in the Article 3, it is mentioned 
that all the members of Shura Council Law are selected by Saudi King. Further, 
the rights, affairs and the duties are decided by the royal family member. 
Therefore, it can be stated that none of the members of Shura council is elected 
by the people of the Saudi Arabia. The members of Shura Council include 
Speaker, Vice-Speaker, and the Secretary General. The executive branch in 
Saudi Arabia is concerned with the Sharia and its application. Further, the 
executive branch involves the preparation of instructions and the development of 
the regulations, so that legislature is implemented appropriately in the country. 
The members of the executive branch include ministry subsidiaries, agencies, 
King, local government and the Council of Ministers.644 
 As per the views of the researcher, it is essential that the principle of 
power separation is activated in Saudi Arabia and the King of the country fulfils 
its role of application of legislative authority.645 
2.3 Defining Sharia 
 It has been explored that Saudi Arabia derives its majority of the power 
from Sharia; therefore, it becomes essential to explore Sharia. As per the 
definition of Sharia, it can be stated that Sharia is the set of rules and the 
provisions that are helpful in governing the lives of Muslim in the country.646 As 
per MawilDien, Sharia is not a law, but it is helpful in the lives of a Muslim, as it 
covers various aspects regarding religion, politics and economic criteria. It also 
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covers the transaction and laws related aspects. The provisions under the Sharia 
are derived from the Quran and also from the Prophet Muhammad sayings. 
 There are five different degrees provisions of Sharia, which can be given 
as: 
 Obligatory (fard or wajib) is an obligatory duty in Saudi Arabia, which cannot 
be omitted as it is punishable. 
 Desirable (mandub or mustahab) is considered as an action, which is often 
rewarded, but is not punishable. 
 Indifferent (jaiz or mubah) is also an action, which is permitted in the country 
but is different from the law. 
 Undesirable (mukrah) is an action, which is disapproved, but this action is 
rewarded if omitted. 
 Forbidden (haram) is an action, which should not be performed by the 
individuals as it is punishable.647 
2.3.1 Sharia’s Legal Sources 
 Muslims believes that Sharia in Saudi Arabia is related to all the aspects, 
such as political, economic, social or personal aspects of the people. It is derived 
from the Quran, Hadiths, Salaf, which defines the relationship of the God with the 
society and the universe. It also helps in determining the actions which should be 
done and which should be avoided.648 
2.3.1.1 The Primary Sources of Sharia: the Quran and the Sunnah 
2.3.1.1.1 The Quran 
 The Quran is considered as the most important source of learning for the 
Muslims. It also helps the Muslims in governing their life in all the major aspects, 
and they also consider the Quran as their source of legislation. It can be stated 
that the Allah has sent the Quran for the people and was sent to the Prophet 
Mohammed on the night of the Ramadan. It has been explored that the Quran is 
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considered to be the main source of the legislation and Islamic Banking Services 
for structuring purposes. It includes the details regarding the commercial 
contracts and the contract placed between two witnesses. As per the Quran, 
“when you contract a debt for a specified term, write it down. And let a scribe 
write [it] between you in justice. Let no scribe refuse to write as Allah has taught 
him. So, let him write and let the one who has the obligation dictate.”649 Further, 
from the findings of the Quran, it has been explored that “Get two witnesses out 
of your own men. And if there are not two men (available), then a man and two 
women, such as you agree for witnesses, so that if one of them (two women) 
errs, the other can remind her. And the witnesses should not refuse when they 
are called (for evidence).”650 The Quran is divided into 114 chapters, and it starts 
from Surat Al-Fatihah, and it ends on Surat An-Nas.651 
2.3.1.1.2 The Sunnah  
The Sunnah is considered as the second most important primary source after 
Quran. It is believed that Prophet Muhammad established the Sunnah in Mecca 
and Medina since 10 years and 13 years, respectively.652 In the Holy book, Allah 
mentioned about Prophet Muhammad and described Prophet Muhammad as a 
messenger of Allah. It was also mentioned that he was a very good-hearted 
person and helped people in a unique manner. It is also believed by Muslims that 
Prophet Muhammad gained his teachings from God through Gabriel, and 
therefore, accepted the Sunnah just like the Holy book, Quran. In this context, it 
is mentioned in the Quran, “Whatever the Messenger has given you take; and 
what he has forbidden you refrain from. And fear Allah; indeed, Allah is severe in 
penalty.”653 
It can be further said that the speeches and sayings of Prophet Muhammad 
that were delivered by him on various occasions and for different purposes are all 
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mentioned in the Sunnah.654 The Sunnah has been used for the purpose of 
explaining objectives, various prohibitions, and injunctions that are mentioned in 
the Quran. It can be said that the Sunnah governs the life of Muslims in every 
aspect, for instance, financial transaction costs are also undertaken as per the 
teachings. Prophet Muhammed said, “It is forbidden for a person to offer to buy 
anything for which another person has already made an offer.” A sale cannot take 
place if the thing meant to be sold is not present at the time of contract and is 
forbidden by Prophet Muhammad.655 
2.3.1.2 The Secondary Sources 
2.3.1.2.1 Ijma 
Ijma is a minor source of Sharia. In Islam, Ijma is considered to be the third 
source of legislation as it comes after the Sunnah and Quran. Ijma is considered 
to be a rational proof, unlike the Quran and Sunnah, which are divine revelation. 
It is an agreement and consensus of opinion among the Muslim scholars that is; 
it can be stated as a unanimous agreement. It is, however, noted that there is 
often disagreement among the scholars, which is one of the major problems of 
Ijma.The concept states that there must be an agreement among all the Muslim 
scholars at a particular point of time on a particular issue. Ijma is recognised as a 
self-governing source of Sharia by the jurists. Allah has mentioned in the Quran, 
“Those who have responded to their Lord and established prayer and whose 
affair is [determined by] consultation among themselves.”656 Moreover, Prophet 
Muhammad stated, “My community shall never agree on an error.” He was also 
said, “I beseeched Almighty God not to bring my community to the point of 
agreeing on an error, and he granted me this.” 
2.3.1.2.2 Qiyas 
One thing is compared to another thing, which is similar in some aspect and 
can be stated as Qiyas. This concept was established when Prophet Muhammad 
was present and is still in practice. “Qiyas is obtained through the legal and 
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philosophical method of analogy, whereby a divine law revealed for a particular 
situation is applied to another, where some common feature exists in both 
situations.”657 
Qiyasis considered as an interpretation and derivation of an existing law, only 
if the rationale of two laws is same. Qiyas is a source of Islamic Jurisprudence 
and also a tool of ijtihad. There are additional sources of Sharia namely, urf 
(custom), ijtihad (self-exertion), istihsan (something preferable), and istishab 
(legal presumption). In order to avoid injustice and stagnation, these sources are 
used for personal interpretation, which arises due to the practical application of 
Sharia. It can be said that differing views of the scholars contributed to the 
evolution of Islamic Jurisprudence such that it is prepared for any event that 
takes place in present and future. For instance, Banking services in Islam are 
governed by the provisions of Sharia and are considered as secondary, as well 
as, major sources. Financing contracts in Islam are also derived from the 
provisions of Sharia.   
2.3.2 Islamic Schools (madhhab)  
It was believed that Prophet Muhammad stayed and explained Islamic law to 
people for 13 years. During the lifetime of Prophet Muhammad, people did not 
believe in any other teachings and considered him as the owner of all religious 
teachings. People further believed that he received orders from Allah, which were 
divine in nature.658 
It was in the year 632, after the death of Prophet Muhammad that the Sunni 
school developed and was of Islamic Jurisprudence.659 The main motive behind 
the emergence of Sunni school was the division of Islam and various issues 
related to legislation and religion. It was at the beginning of the era of Islam that 
various historical incidences took place and emerging issues had to be resolved 
immediately, along with people’s needs, and therefore, a group was formed 
                                            
657
 Abd Jabbar, H.S.F. 2009. Islamic finance: fundamental principles and key financial institutions. 
Company Lawyer 30 (1), p. 1.   
658
 Burton, J. 2003. The Sources of Islamic Law: Islamic Theories of Abrogation. England: 
Edinburgh University Press 2003. P. 10. 
 
659
Venardos, A. 2005. Islamic Banking and Finance in South-East Asia: Its Development and 
Future. World Scientific Publishing Co. Ltd. P. 28.  
121 
 
which comprised of many scholars. The aim of these scholars was to teach 
people. There are four Sunni schools of Islam, which are called as madhhab. The 
provisions of these schools are based on primary sources, which are Quran and 
Sunnah and also follows the principles and rules of Islamic Jurisprudence. It has 
been observed that the thoughts of scholars of primary sources and that of 
Islamic faith are in agreement. It is however noted that the views of scholars in 
relation to secondary sources are different but is accepted as valid in the Islamic 
law. All the four schools of Sunni are widely spread, and have become official. 
The books have been developed, which represents jurisprudence and are 
therefore distributed as per the four Imams of Sunni, which are as follows: Imam 
Malik ibn Anas al-Maliki, Imam Abu Hanifa, Imam Ahmad ibn Hanbal, and Imam 
Muhammad ibn Idris al-Shafi’I. In Islam, there are four Sunni schools of 
jurisprudence, called madhhab.660 Each of these schools derives its provisions 
from the evidence of the primary sources, which are the Quran and Sunnah, in 
accordance with the rules and principles of Islamic jurisprudence. Generally, 
there is agreement among the scholars of the Islamic faith and the primary 
sources. However, there are slightly different views among them in the secondary 
sources, but these are generally accepted as valid from an Islamic point of view. 
The four schools of Islamic jurisprudence spread widely among Sunnis and 
became official. The books represent jurisprudence, and they are attributed to the 
four Imams of the Sunnis, who were (in historical order): Imam Abu Hanifa, Imam 
Malik ibn Anas al-Maliksi, Imam Muhammad ibn Idris al-Shafi’I, and Imam Ahmad 
ibn Hanbal.  
2.3.2.1 The Hanafi School  
One of the schools of Islam (Madhhab) is the Hanafi School. It is considered 
to be one of the oldest schools, and it is flexible too. The name of the school has 
been derived from the name of its founder, who is Abu Hanifa an-Nu‘man ibn 
Thābit, also known as Abu Hanifa. It is significant to note that one of the four 
schools that are Imam Abu Hanifa was introduced in Baghdad, Iraq. It has been 
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observed that this school has derived its jurisprudence mainly from Quran. If 
there is a situation in which absolute jurisprudence is not derived, then in that 
situation Hanafi School obtains evidence from other sources namely the Sunnah. 
If in some situations the rulings are insignificant, then scholars use secondary 
sourcesnamely, Istihsan (Something preferable), Urf (Custom), Ijma (consensus), 
ijtihad (Self-exertion), and Qiyas(analogy). It can be said that the Hanafi School 
has been developed in the regions of Egypt, India, the Levant, Iraq, Turkey, 
Afghanistan, Bangladesh, and Pakistan. After the death of Abu Hanifa in the year 
760, Abu Yusuf and Muhammad al-Shaybani preserved his legal views.661 
2.3.2.2 The Maliki School  
The second school of Islamic schools is Maliki School, which Sunni Muslims 
follows till date.662 The founder of Maliki School was Malik ibn Anas, and he died 
in the year 795. It is believed that he was hard working, gained tremendous 
knowledge and became a famous scholar of his time. Imam Malik uses to give 
priority to Qiyasover Sunnah, and the Maliki School was similar to all other 
schools in terms of its fundamental principles. The school is established in Abu 
Dhabi, Kuwait, Bahrain, Dubai, Libya, Algeria, Mauritania, and Tunisia.     
2.3.2.3 The Shafii School  
The third school of Sunni is the Shafii School, and the name has been 
derived from Shafiji. He was born in the year 767, the year in which Imam Abu 
Hanifa’s death took place. His principles are mainly derived from Quran, 
secondary sources such as the qiyas(analogy) and Ijma (Consensus) and the 
teachings of Prophet Muhammad. He preferred Ijma to Ijtihad, Istislah 
andIstihsan.663In terms of its followers, Shafii School is next to the Hanafi School. 
It has been observed that around 29% of the Muslims follow Shafii School all 
over the world. Countries that follow Shafii madhhab are Egypt, Malaysia, 
Ethiopia, Indonesia, Yemen, Sudan, and Somalia. The death of Imam Shafii took 
place in the year 820. 
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2.3.2.4 The Hanbali School  
Among all the Sunni schools, Hanbali School is the last school. Imam Ahmad 
was the founder of Hanbali School, and he has derived his teachings from Imam 
Shafii; therefore, their schools were also very same in nature. The principles 
followed in this madhhab were Ijma, Sunnah, Qiyas, and Quran. It was observed 
that Imam Ahmad considered Qiyas only if it was necessary and had a different 
perspective in comparison to other schools. He followed only the teachings of 
only one single companion. He did not agree with other scholars and supported 
Ijtihad. It has been observed that this school is most flexible and conformist 
among all the four schools. The courts in Saudi Arabia follow Hanbali madhhab, 
and it is spread across Qatar and Saudi Arabia. Lastly, it must be stated that 
Quran and Sunnah prohibit ribain any form, as either receipt or payment. It has 
been considered as the most distinguishing feature in the economics of Islam.664 
2.4 Saudi Arabian Banking and Financial Laws 
 In Saudi Arabia, the start-up of the first commercial bank in the 20th 
century gave rise to the banking system. The first bank was established in the 
year 1926 and it was named as the Dutch Commercial Company. In Saudi 
Arabia, there are total 12 Saudi Banks and about 11 foreign bank branches and 
these are working under the licensing of the Saudi Arabian Monetary Agency 
(SAMA).665The main service offerings of SAMS are numerous investment 
services, corporate banking services, transaction facilities of derivatives, 
brokerage facilities and provision of credit and debit cards, and establishment of 
the ATMs and the services of point-of-sale transactions. There are four Islamic 
Banks which are providing financial and Islamic banking services and these all 
banks follow the principles of Sharia 116. In Saudi Arabia, the Saudi Stock 
Exchange (Tadawul) works in the form of the most capitalised stock exchange in 
the Arab world. In Saudi Arabia, the issuance of sukuk does trade in accordance 
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to the Saudi Stock Exchange which are supervised and governed by the Offer of 
Securities Regulations issued by the Capital Markets Authority (CMA).666 
 In Saudi Arabian financial sector at the world level, takaful is considered 
as the largest insurance industry. The Gross Written Premiums (GWP) in the 
year 2011in the insurance market of Saudi Arabia reached to the amount of 
18.504 Saudi Riyal which was 16.837 Saudi Riyals in the preceding year 2010. 
The Saudi Arabian Monetary Agency governs the functioning of the Saudi 
Arabian Insurance industry and its functioning is governed by the Cooperative 
Insurance Companies Control Law and its issuance was made by the Royal 
Decree No. M/32 on 01/08/2003.667 
2.4.1 The Banking Control Law (BCL)  
In Saudi Arabia, a law has been passed under royal decree No. M/5 dated 
11/06/1966 named as Banking Control Law (BCL), which is considered as the 
primary law, in order to regulate the financial and banking aspects in Saudi 
Arabia. BCL render a broad range of powers to Saudi Arabian Monetary Authority 
(SAMA), for the purpose of supervising and regulating the banks in Saudi Arabia 
and in addition to it, it safeguards the banking mechanism.668 For instance, all the 
applications for the purpose of carrying banking business in Saudi Arabia shall be 
submitted to SAMA, and it has been stipulated under the Article 3 of the law. 
Additionally, BCL describes the following such as banking business, discusses 
licensing, regulate capital adequacy norms, payment orders, bill of exchange, 
letter of credit, issuance of letter of guarantee, bill discounting and promissory 
notes. Likewise, other similar papers, commercial papers, opening of current 
accounts, collection, and payment of cheques, foreign exchange transactions, 
and other significant factors associated with banking business. 
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However, under all the 26 articles of BCL, it does not furnish a particular 
framework for the Islamic banking and financial services. In this regard, 
therefore, Islamic banking and financial services with conventional banking have 
been supervised and regulated by SAMA, which is covered under BCL (1966). 
The legal system of Saudi Arabia is based on Saharia, as a result of which the 
Islamic Financial Institutions (IFIs) are operated under the current framework. 
Additionally, the Banking system under BCL (1966) has not been rescinding or 
amended and applies to the banking system and in order to regulate the 
existence and establishment of IFIs in Saudi.669 
2.4.2 The Capital Market Law (CML) 
The Government of Saudi Arabia has issued its long-expected Capital Market 
Law (CML) on 28th June 2003. The law comprises of ten chapters, which further 
includes sixty-seven articles, which provide new legislation with the notion to 
regulate the Capital Market in the Saudi Arabia. The CML was issued by Royal 
Decree No. M/30 dated, 31/07/2003. The rationale behind introducing such law is 
to develop and regulate the financial market of Saudi by enhancement and 
development of the procedures, which could assist to reduce the degree of risk 
concerning securities transactions. A regulatory body is known as Capital Market 
Authority (CMA), which deals with the powers for the purpose of regulating and 
monitoring the issuance of securities and the manner in which the securities are 
dealt with. In addition to it, CML helps in protecting the interest of investors and 
citizens from the unsound and unfair trade practices, which include manipulation, 
fraud, deceit, and forgery. The CML aims to achieve clarity, transparency, 
efficiency, and fairness in the securities transactions. Moreover, in the articles 
published under CML, it does not include any specified framework for the sukuk. 
Additionally, the fundamental system in Saudi Arabia is based on Sharia 
principle, though CML does not involve Sharia in its provision. Presently, in Saudi 
Arabia, the publication of sukuk is regulated and monitored by Capital Market 
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Law under CML.670 Furthermore, in Saudi Arabia, if the legal framework is 
deficient for the issuance of sukuk, then it may result in the initiation of confusion 
between conventional debt instruments, bonds, sukuk, and shares. 
 
2.5 Authorities responsible for the regulation and supervision of Islamic 
Banking and Financial Activities in Saudi Arabia 
There are two governing authorities that primarily responsible for the 
control and supervision of the Islamic banking and financial activities in Saudi 
Arabia and Islamic sukuk and cooperative insurance (takaful). The regulatory 
authorities are the capital market authority (CMA) and the Saudi Arabian 
Monetary Agency (SAMA). 
2.5.1 The Saudi Arabian Monetary Agency (SAMA)  
The SAMA is considered as the central bank of Saudi Arabia, and it was 
established under two Royal Decrees, No. 30/4/1/1047 and No. 30/4/1/1046 
dates 4th October 1952.671 The governing body of SAMA is the Board of 
Directors, and BOD is headed by the Governor, Deputy Governor, and three 
associate members nominated by the king in accordance with the Royal Decree 
for a period of four years.672 Under the Royal Decree No. 30/4/1/1744, the first 
Board of Directors was appointed under SAMA in 05/08/1952. Additionally, the 
appointment of first Governor of SAMA was in 05/08/1952 named as George A. 
Blowers who is a citizen of the U.S under Decree No. 30/4/1/1743.673 
On the contrary, there exist no independent Sharia board in Saudi Arabia 
for the purpose of regulating and monitoring the Islamic banking and financial 
activities currently operating in Saudi. Additionally, SAMA presently controls the 
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cooperative insurance company sector under the Law of Supervision of 
Cooperative Insurance Companies of 2003 and the associated implementing 
regulations of 2004 of this law. SAMA further regulates the Islamic financial 
institutions which undertake the financial and banking activities simultaneously 
conventional banking business companies under the BCL in 1966.674 
Under the Article 1 of SAMA, it has been mentioned that the primary 
objectives of introducing SAMA are to regulate the exchange dealers and 
commercial banks. There is nowhere written in the articles about the IFIs and 
Islamic banks. The main reason behind this is because the Islamic financial 
industry was first established in the year 1963 whereas the Charter was issued 
on 15/12/1957 which is before initiation of the Islamic financial sector.675The 
SAMA is known as the central banks of the Kingdom of Saudi Arabia There are 
several crucial functions of SAMA. The essential functions involve, issuance of 
the national currency that is the Saudi Riyal, minting, supervising the exchange 
dealers and commercial banks, increasing the currency’s cover, supervising the 
insurance companies and insurance professionals. Furthermore, supervise the 
credit information organisations, managing the foreign exchange of Saudi Arabia, 
monitoring the finance companies, operating an intercross bank financial system 
like SPAN, SADAD, tadawul, MAQASA and SARIE and ensuring the growth and 
development of the financial system.676 
2.5.2 The Capital Market Authority (CMA)  
Under the article 4 of CML, CMA was instituted, and the issuance of it is 
under the Royal Decree No. M/30 on 2nd July 2003, issued for development and 
regulation of activities in Capital Markets in Saudi Arabia. It must be perceived 
that CMA is an independent body, which is directly correlated with the Prime 
Minister and it has administrative and financial autonomy. The composition of the 
                                            
674
 See the official website of the Saudi Arabian Monetary Agency (SAMA). [Online].  Available at:   
http://www.sama.gov.sa/sites/samaen/AboutSAMA/Pages/SAMAFunction.aspx,. [Accessed on: 
15 June 2017].  
675
 Ibid   
676
  Ibid  
128 
 
board of CMA comprises of five full-time members, which are nominated by the 
King in accordance with the Royal Decree.677 
The primary functions of the CMA are to issue regulations for the capital 
markets in Saudi Arabia and rules for the purpose of implementation of the 
provisions of CML. Additionally, CMA monitors and control the dealing in 
securities and further issuance of securities, which involves the issue of sukuk.678 
The fundamental objectives of CMA are to form an appropriate environment 
for the purpose of investment with the publication of required rules and 
regulations, strengthening the transparency. Other such objectives are to provide 
the disclosure requirement for the listed companies, protection of the interest of 
dealers and investors from the illegal act in Capital Market and boosting 
confidence among the investors.679 Moreover, under the article 5 of CML, it is 
authorised to issue the rules and regulations in order to create the contributive 
environment, which in turn helps in development and growth of the activities 
relating to investment in Saudi Arabia.680 
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3.1 Introduction 
 
This research study aims to elucidate the structure and conduct of 
Murabaha transactions, the legal risks involved their impact on stakeholders, and 
ways of mitigating them.681From analysis of the literature review, certain methods 
can be used in order to mitigate the legal issues arising from Murabaha Islamic 
financial transactions. These risks can take the form of fiduciary risk, which can 
be mitigated by the provision of strict regulations that will also help to maintain 
shareholders’ trust. The risk of disruption of payment can be made less severe by 
regulations imposing appropriate penalties. 
In order to achieve this aim, secondary data were collected on the 
principles of Islamic finance, the structure and current operation of Murabaha 
financial transactions within it, and the associated legal risks, which helped in 
building a theoretical background for the research.682 Data were also gathered on 
the actions that have been taken or proposed to mitigate these risks, the two 
sources being the relevant academic and organisational literature, reviewed 
above in Chapter 2, and a number of contracts formed between Saudi Arabian 
banks and their clients.683 
The global financial sector was thrown into turmoil by events that began in 
2007, leading to a sharp and widespread decline in the goodwill and brand image 
of banks and financial institutions.684 This occurred because financial rules and 
regulations failed, so that financing through equity and debt became riskier and 
less transparent.685 Thus, financial institutions and banks were reluctant to adopt 
and implement a new financial system.686 In short, the global economy has faced 
various uncertainties in the past decade, due to the occurrence of a debt crisis, 
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financial instability, and the failure of financial regulation.687 The Islamic finance 
industry has inevitably been affected by the global financial crisis and this has led 
it to become more flexible, thereby bringing changes to the financial system.688 
The overall growth and development of the Islamic finance industry has been 
assisted by the recovery in global markets, which began in 2009; by Sharia 
standardisation initiatives; and by positive changes in regulatory frameworks.689 
The continued expansion of worldwide financial markets has increased the 
number of trading and investment opportunities, attracting investors and 
depositors and thereby boosting the Islamic financial sector.690 
The practices and activities of Islamic finance are based on principles, 
rules, and regulations prescribed in the Quran and in Sharia law. These restrict or 
prohibit speculation (gharar), oppression (zulm), and the provision of goods and 
services that harm the wellbeing of the persons involved, among other activities 
adjudged immoral or harmful.691 Conversely, these principles promote social 
justice through the operation of an Islamic tax (zakat).692Such principles can 
sometimes be at odds with the way international finance works, and this is why 
efforts have been made to reconcile the two financing systems. The use of 
Murabaha, a classic Islamic contract, is an example of this desire to make 
Islamic finance work in the international finance system. 
It has been established in earlier chapters that Murabaha has a tripartite 
basic structure, involving the vendor of a commodity, a bank that purchases it, 
and a client to whom the bank then sells it at cost plus mark-up.693 Despite the 
transparency of this arrangement, it has been shown that Murabaha is subject to 
a range of legal risks, each of which can be mitigated by appropriate 
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measures.694 Therefore, while the contract constitutes a perfect instrument to be 
used not only in a Muslim finance market, but also internationally, it is not without 
its risks. Murabaha contracts are a key choice for funding transactions, and are 
favoured internationally due to their flexible nature that facilitates various financial 
structures, such as providing finances, currency exchange, and hedging.      
In this context, the present chapter generates the overall findings of the 
research by analysing the collected data. First, section 3.2 revisits religion, law, 
and banking in Saudi Arabia.695 Section 3.3 then presents an introduction to legal 
risks associated with Murabaha, providing both a legal and financial analysis.696 
Next, section 3.4 offers findings from the analysis of contracts. This chapter ends 
with a summary, after which the findings are further discussed in Chapter 4.  
 
3.2 Religion, law, and banking in Saudi Arabia 
 
Saudi Arabia is governed by a traditional Islamic system wherein the 
judiciary and legal regime are under the authority of the clergy, while 
contemporary laws are made by way of royal edicts.697 However, although the 
legal system is considered to be based on Islamic law, the country has no 
codified Islamic law, which means that Islamic financial institutions operate in a 
strange environment and under an ambiguous legal framework.698 This is 
because the banking sector is regulated by the Banking Control System 1966, 
which is applicable without amendments and governs the existence and 
establishment of the whole sector, including IFIs.699 Furthermore, no relevant law 
had been passed and SAMA had issued no regulation or Islamic banking 
licences to any company in Saudi Arabia as of 2004.700 Despite the existence of 
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huge Islamic mutual funds and the issuance of sukuk, from 2000 to 2008, and 
notwithstanding the Capital Market Law of 2003, not a single piece of the 
legislation has been passed to specifically regulate Islamic finance.701 The SAMA 
has set up a separate legal body, the Committee of Settlement for Banking 
Disputes (CSBD), to hear all cases concerned with banks, including disputes 
involving Islamic banks.702 At the same time, Sharia courts are no longer 
authorised to hear banking disputes. Thus, all banking disputes in Saudi Arabia 
are now heard by the CSBD instead of the Sharia court.703 
Since Islamic banks implement Islamic law in their financial transactions, 
the banks also require a separate institutional mechanism of Sharia governance. 
However, in Saudi Arabia704 the functions of Sharia boards are not regulated by 
any of the standard Sharia guidelines; hence, the Islamic banks have taken the 
initiative of issuing their own Sharia guidelines and procedures for the purpose of 
ensuring adequate implementation of the system and proper monitoring of the 
Sharia-based rules.705 The customised Sharia rulings, passed by the banks, 
ensure that their products and services are offered in the market only after the 
approval of the Board.706 This point definitively belongs above, at the very 
beginning of Chapter 3. 
Overall, it can be reasonably stated that one of the entities of Islamic 
finance, which is gradually becoming more liberal and is beginning to adopt a 
Western banking culture, is the banking sector of Saudi Arabia.707 In this context, 
various reforms and amendments are made to the banking sector of Saudi 
Arabia. This has led to the Islamic banks being ignored and to the rise of the 
assumption that they do not receive adequate support from the Saudi 
authorities.708 
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3.3 Introduction to legal risk of Murabaha – a legal and financial analysis 
 
This section analyses the legal risks that are associated with Murabaha 
transactions. Various risks are faced by different entities while dealing with the 
financial instruments. This section critically analyses the risks arising from such 
transactions in order to fulfil the research aim and the objectives. From the 
analysis, it has been revealed that the parties to Murabaha cannot earn 
excessive profits from the transaction, as the mark-up price is decided on the 
basis of the LIBOR or US short T-bills interest rates.709 It is also possible that the 
client rejects the goods or tangible assets on the basis of them not meeting the 
terms and conditions of the contract, but a client who acts as the agent of the 
bank can eliminate this risk of rejection of ownership by efficiently examining the 
goods or commodities being traded before buying them from the bank at cost 
plus mark-up.710 It was further revealed that a concern about the ownership of 
real property by an IFI arises from the existence of the strict liability to pay a fixed 
amount in case of default.711 The default risk exists where there is negligence or 
fault on the part of the payer. Islamic financial transactions are also subject to 
liquidity risk because banks and financial institutions own a high proportion of 
long-term assets on which they rely to pay short-term liabilities, resulting in a 
mismatch between assets and liabilities, in terms of maturity period, payment 
terms, and other criteria.712 
It has been further found that in order to set the mark-up price as 
discussed in the previous section, there is a probability of risk related to the price. 
The fact that the mark-up price is derived from the LIBOR interest rate introduces 
an element of price risk.713 Changes in LIBOR will be reflected in the mark-up 
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price, whose non-payment would cause the bank to suffer a loss.714 From the 
literature review, it was found that a technology risk, arising from rapid changes 
in the technology intended to improve the efficiency with which financial 
transactions are processed.715 
The risks discussed above can arise because of a number of reasons. 
From the analysis, it was found that Murabaha transactions are reported to face 
legal risks because proper documentation is lacking and because the regulatory 
frameworks, rules, and regulations are inadequate, all of which can adversely 
affect the capital and financial position of the banks.716 Among the many other 
different factors strongly affecting the occurrence of the risks involved are those 
of a political, economic, social, and technological nature.717 Political factors 
include changes in the regulations, trading policies, and procedures set by 
governments.718 The economic factors are changes in interest rates, fluctuations 
in foreign exchange rates, inflation, stages in the business cycle, etc. The social 
factors that may also pose risks to Murabaha transactions include language 
differences and variations in tastes, preferences, values, beliefs, and culture. It 
was further found that parties must consider all such factors in order to take 
appropriate decisions to mitigate these risks.719 
The following paragraphs deal with three major types of risk that were 
identified in the literature review as being germane to the conduct of Murabaha 
transactions: liquidity, credit, and operational risks.720 Although there are many 
other types of risks applicable to such transactions, these three are the most 
prominent that are noticed in the Saudi Arabian financial structure. 
The liquidity risk in general terms, arises when banks and other financial 
institutions are unable to convert current assets or marketable securities into 
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cash and thus fail to meet current liabilities effectively.721 They face difficulties in 
providing funds by the use of different securities and in making the decisions 
related to maturities and rates that are required to create sufficient liquidity to 
meet their business needs.722 It is also difficult for them to transform assets to 
create liquidity within time and at reasonable prices. From a banking viewpoint, 
the liquidity risk arises from the inability of a bank to meet its obligations on time 
by using its earnings and its capital holding without incurring unacceptable 
losses.723 There are many different factors that give rise to the liquidity risk, such 
as fluctuations in financial markets, bad judgement, breakdown of the payment 
system, and imbalance in macroeconomic factors.724 The primary factor 
underlying the liquidity risk in the case of Murabaha is the creation of debt, as it 
involves the purchase of a commodity which the bank then resells on a deferred 
payment basis.725 This also incurs operational, dispute, credit, and legal risks, 
which adversely affect the realisation of the receivables.726 Another liquidity risk 
facing Islamic banks is the fact that a majority of the Islamic means of finance, 
including Murabaha, involve long-term investment.727 The banks are obliged to 
retain relatively large amounts of liquid assets, leading to an increase in their cost 
and the creation of Murabaha for a short term, resulting in a reduction in their 
earnings.728 In addition to the above analysis, it was further found that the use of 
Murabaha to purchase commodities results in excess liquidity so the liquidity risk 
arises where the parties are not provided with a lender of last resort facility. The 
liquidity risk also arises from asset-liability duration mismatch, high off-balance 
                                            
721
Schoon,N. 2010. Islamic Banking and Finance. Spiramus Press Ltd, p. 62. 
722
van Greuning, H. and Iqbal, Z. 2008. Risk Analysis for Islamic Banks. World Bank Publications. 
723Ibid.
 
724
Siddiqi, A. and Hrubi, P. 2008. Islamic Investments Funds Versus Hedge Funds. GRIN Verlag, 
p. 89.  
725
Ibid, p. 226 
726
Khan, M.F. and Porzio, M. 2010. Islamic Banking and Finance in the European Union: A 
Challenge. Edward Elgar Publishing. 
727
Ibid, pp. 18-20. 
728
van Greuning, H. and Iqbal, Z. 2008. Risk Analysis for Islamic Banks. World Bank Publications. 
137 
 
sheet exposure, and the allocation of governmental liquid instruments to a lower 
level.729 
It was found that the risks arising from Murabaha financial transactions are 
due to the banks processing and not because of the nature of the contract. The 
aspects and elements involved in the contract are not subjected to any risk to the 
parties; however, risks are emerged due to inappropriate use of this contract by 
the banking institutions with least consideration to the principles of Sharia legal 
system.  
In concering to the credit risk of Murabaha, Ariff and Iqbal (2011) state that 
this arises when a borrower fails to make monetary payments as per the 
contract.730 In general terms, it occurs because of the non-performance of a 
contractual obligation or non-fulfilment of one or more of the terms and conditions 
that constitute the contract.731 This commonly takes the form of the client failing 
to make a payment as agreed in the contract, which results in an increase in the 
debt for the bank.732 Elgari correctly notes that it is the responsibility of the client 
to make fixed deferred payments for the goods or commodities being traded as 
agreed in the Murabaha contract.733 The involvement of Islamic banks in such 
transactions reflects their failure to receive worthwhile benefit from the execution 
of the Mudaraba mode of finance.734 According to Sundararajan, such sale-based 
activities and facilities appear on the asset side of the balance sheets of Islamic 
banks and financial institutions. Credit risk, which arises from payment default 
and from the operational activities of the bank, can be measured by the 
traditional approach whereby the counterparty involved in the financial 
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transaction is allocated a rating class.735 There are three components which 
constitute the credit risk: the loss given default, the potential credit exposure at 
default, and the probability of default. Default by the borrower is evaluated on the 
basis of two parameters, namely the number of days by which the payment is 
overdue and the financial condition of the borrower.736 The probability of default 
is calculated by the ex-ante allocation of the ratings to the exposures of the 
counterparty and a particular variety.737 Default exposures are measured in terms 
of the extent of the discretion that the borrower implements, facility-specific 
events which affect the value of contingent claims, lines of credit, and prepaying 
on accounts already drawn.738 Salah et al. explain that having bought the asset 
from the vendor at cost, the bank takes possession of it and is responsible for its 
maintenance and repair while waiting deferred payment from the client.739 It is 
not difficult for conventional financial institutions in the USA to grant a loan by 
taking the title of goods and reselling them to a client; however, if such 
institutions operate on Islamic principles, they bear the credit risk. In the period 
1997–2001, the Office of the Controller of Currency approved the use of 
Murabaha financing for the purpose of purchasing homes on a case-by-case 
basis.740 In the USA, Murabaha is treated as a credit transaction, involving a high 
credit risk. Thus, restrictions are placed on the ownership of the property in order 
to manage this risk.741 
The third category of legal risk accompanying Murabaha transactions to 
be considered here is that of operational risks, one type of which, according to 
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the literature, is price risk.742 This occurs when the seller and the bank fail to 
decide the price of the commodity as a result of changes in macroeconomic 
factors. Another issue is non-compliance with Sharia law, which prohibits riba in 
Islamic financial transactions.743 However, if money is exchanged against the 
loan, it takes the form of riba; otherwise, it is considered a profit margin. Another 
consideration is the risk of ownership of the assets, since in a Murabaha 
transaction; the bank takes the title of the goods from the vendor at the request 
of the client.744 This shifts onto the bank the risk of maintaining the goods in their 
original form or as specified in the contract until the bank receives payment and 
transfers ownership to the client. However, another form of operational risk is 
people risk, which applies to Murabaha when the seller fails to provide the goods 
to the bank and thus to the client as per the agreed terms and conditions.745 This 
may also lead to non-payment if the client refuses to pay for the goods which do 
not fulfil the contract terms. Finally, globalisation has increased competition in the 
market, which, in turn, has increased the risks associated with financial 
transactions.746 
 This subsection has discussed the major legal risks associated with 
Murabaha transactions as reported in the literature. The next section considers 
their mitigation. 
 
Mitigating legal risks 
  
I found details of a variety of measures that can be taken to mitigate the 
legal risks associated with Murabaha transactions.747 These will improve the role 
the Murabaha contract can play in Islamic finance and in international finance. 
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Islamic banks and financial institutions, like conventional ones, must maintain a 
capital balance sufficient to meet their obligations and pay their liabilities in a 
timely way because negative net worth would lead to insolvency.748 For this 
reason, it is necessary to encourage the growth of elements comprising the 
numerator of the leverage ratio while applying regulatory measures to reduce the 
total risk that appears in the denominator.749 Among the methods which banks 
use to absorb any capital losses incurred are the standardised approach, the 
basic indicator approach, and the advanced measurement approach.750 The 
basic indicator approach enables one to determine the reasons behind capital 
losses in the context of the present situation; however, the advanced 
measurement approach considers the future context to determine capital losses. 
They are also required to issue risk reports, which provide information on the 
various activities which may result in the creation of risk.751 A separate detailed 
report should be written for each type of risk to help reduce the risk arising from a 
lack of clarity in information that the documentation contains.752 This increases 
transparency in the business operations of the banks and helps build trust and 
loyalty among their stakeholders.753 Transparency in the financial documents 
works efficiently to find financial risks/gaps. The assessment of that method is 
performed in light of the International Financial Reporting Standards (IFRS).  
 Other practices which are also important in ensuring the stability of 
financial systems and commercial relationships are the credit rights and 
insolvency systems.754 Other measures related to creditor and debtor regimes 
help boost public confidence in the financial and corporate sectors by assessing, 
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managing, and controlling various categories of risk, such as those related to 
price, corporate failure, and default.755 It has also been found that identification of 
risk, the compiling of risk management reports, and the establishment of credit 
rating systems can facilitate the mitigation of risk.756 Credit rating systems are 
used to evaluate the creditworthiness of the parties to a transaction by 
considering a set of criteria for each party.757 Sharing the information associated 
with the different risks among all the parties involved further enhances the 
transparency of the operations and helps other parties that may face equivalent 
risks when executing similar transactions in the future.758 Default risks can be 
mitigated or prevented by requiring guarantees and warranties from individuals or 
businesses, in response to non-payment for the commodity by the parties 
involved in the execution of the transaction.759 It is also important to use various 
hedging instruments, which help address operational and credit risks.760 Hedging 
instruments are supportive to offset changes between the current and future cash 
flows and fair value. The assessment of these techniques involves the evaluation 
of the changes so as to fill any gaps or mitigate the risk of changes. 
 Since technology risk can arise because the parties have inadequate 
knowledge of the technology used in the execution of transactions, resulting in 
failure of those transactions, the appropriate mitigation process is to ensure that 
those involved are well trained and informed about the relevant technological 
developments.761 In order to mitigate the liquidity risk arising from the 
mismanagement of assets and liabilities, it is necessary to establish an 
appropriate liquidity risk management framework, including detailed information 
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on all aspects of asset-liability management.762 The factors which need to be 
considered for the purpose of mitigating the liquidity risk include the maturity 
periods of liabilities and the conversion period of the assets which are used to 
meet the various contractual obligations.763 It is further suggested that developing 
the derivatives market will help in the management of these risks more 
effectively.764 Credit default swaps are also used for the purpose of speculation 
and to mitigate risks, with their purchase and sale depending, to some extent, on 
the credit rating system.765 If a party’s credit rating is lower than the benchmark, it 
is not appropriate to use credit default swaps as a risk mitigation tool.766 In any 
case, the proper allocation of assets is necessary in order to meet obligations 
proportionately.767 These tools for risk mitigation work effectively as the extent of 
risk can be measured efficiently. For example, credit rating reflects “credit risks 
linked with a financial instrument”. 
 Other strategies which financial institutions and banks can adopt to 
mitigate risks include the implementation of legal reforms, the adoption of the 
lender of last resort facility, and the establishment of liquidity management and 
deposit protection systems.768; Risks can also be eliminated by establishing and 
enforcing strict rules and regulations, backed by the imposition of heavy penalties 
to encourage the parties to make payments in full and on time.769  Heavy penalty 
provision in Murabaha contract is compatible to Sharia law because amount of 
penalty is further donated for the charity instead taking amount of penalty by 
bank as its income. Additional steps that might be helpful in mitigating the risks of 
Murabaha transactions include maintenance of proper documentation and the 
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establishment of credit limits.770 It has been analysed that the mitigation 
strategies for dealing with the legal risks associated with Murabaha transactions 
are effective in building investors’ trust. It is crucial to deal with risks to keep the 
parties’ interest in Murabaha transaction. Altogether, handling legal risks related 
to Murabaha leads to stimulating and building of relationships between the dealer 
and investor.  
 
3.4 Findings from the Analysis of the Contracts 
 
After the literature review, data relevant to the research topic were also 
collected from Murabaha contracts and other documents provided by two Saudi 
banks, Al Rajhi and Al Bilad.771 In Islamic finance, one of the most pertinent 
contracts is the Murabaha contract, which includes buying the commodities, with 
the requirement of huge funds. In this case, the customer is not capable of 
making an advance payment or the supplier of the commodity does not trust the 
customer. Therefore, the financial organisation makes a purchase on behalf of 
the customer and re-sells that commodity to the same customer clearly stating 
the cost incurred and the profit margin.  
Al Rajhi Bank is a Saudi Arabian bank and the world’s largest Islamic bank 
by capital. 772 Al Bilad Bank is a joint stock company established in 2004, with its 
headquarters in Riyadh. Core products and services include retail banking, 
business finance, and investment.773 It has a capital of 4,000,000,000 Saudi 
riyals and aims to provide innovative banking products and services to meet the 
changing needs and demands of stakeholders such as shareholders, employees, 
and clients.774 
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This section evaluates and discusses the various legal risks identified 
above by comparing these banks’ contracts with the principles and practices of 
Sharia law.775 For example, as noted above, both the Quran and Sharia law 
forbid the charging of riba on monetary loans.776 Non-compliance with this 
restriction results in the occurrence of risk, as people are reluctant to borrow 
money from any individual or institution operating a practice that is considered 
unethical.777 It is the responsibility of the parties to a Murabaha transaction to 
ensure that it complies fully with the stipulations of the Quran and Sharia law.778 
Murabaha contracts are, nonetheless, risky because they are based on complex 
partnership principles and are executed in two stages, namely the promise and 
the contract.779 Thus, the bank invites the client to enter into an agreement by 
signing two forms: the first constitutes the promise and the second, the 
contract.780 In the Murabaha contract, the concept of riba is avoided as it works 
on the idea of cost-plus financing, wherein the commodity is resold to the client at 
such a price which includes the cost incurred and the profit margin. The terms 
and conditions applicable to these documents are as follows: 
 
The Promise  
The client promises to purchase from the bank the goods specified as well 
as to sign the contract once the bank receives them, which signifies that the 
promise between the parties is legal and binding.781 The client is liable for all 
costs of any unplanned consequences. This means that all the costs that are 
involved in the contract should be clearly mentioned and specified to take an 
informed decision.782 The client agrees to pay a specific percentage of the price 
                                            
775
Bryman, A. 2012. Social Research Methods. Oxford University Press,pp. 59-63. 
776
 Ayub, M. 2009. Understanding Islamic Finance. John Wiley & Sons,p. 12. 
777
 Bovens, M.A.P., T'Hart, P. and Peters, B.G. 2002. Success and Failure in Public Governance: 
A Comparative Analysis. Edward Elgar, pp. 9-10. 
778
Ibid, p. 38. 
779
Cattelan, V. (Ed.) 2013. Islamic Finance in Europe: Towards a Plural Financial System. Studies 
in Islamic finance. Edward Elgar, pp. 5-6. 
780
Alhowaimil, I. S. 2013. Frustration of Performance of Contracts: A comparative and Analytic 
Study in Islamic Law and English Law, Publisher, p. 19. 
781
Ibid, p. 20. 
782
 Ibid, p. 23. 
145 
 
of the goods upon signing the promise agreement. This will be taken as binding 
the client to the contract. The signature of the parties on the document is held to 
be binding on both the parties.783In addition, if either of the parties withdraws 
from the promised agreement, the innocent party will be held liable for all costs 
with no remedy, which again signifies that the promise is binding on the parties to 
the contract.784If the third party withdraws from the contract, the bank is not held 
responsible, and the client is held responsible for covering all costs. This can be 
interpreted as the lack of equality of power between the parties.785The last 
condition states that the parties seeking a remedy will be assigned three 
arbitrators and the case will not be referred to a court, which further shows that 
there is no transparency in the judicial system.786 
 
The Contract 
The contract is signed once the bank receives the goods. These belong to 
the client at this stage and he is held responsible for them.787 The client specifies 
the details of the goods and his requirements.788 If the goods when received do 
not comply with his specifications, he is held responsible and not the bank. This 
is a precedent term acknowledged by all parties.789The following subsections 
identify and discuss the legal risks involved in these documents related to 
Murabaha issued by the two banks, beginning with Al Bilad Bank.790 
 
Risks related to Al Bilad Bank Contracts 
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Source 1 (the promise) states that the bank is authorised to purchase the 
goods on behalf of the client if agreed upon within Islamic law. This statement 
does not specify the full details of what is required. The fact that full details of the 
commodity or goods are not specified in the promise increases the legal risk for 
the parties involved because the terms and conditions of the promise are not 
compliant with Sharia law, which states that the client must choose to accept the 
goods specified in the promise. Banks are therefore required to provide in the 
promise full details of the goods aligned to the needs and demands of the client. 
This means the absence of the details of the commodity in the contracts gives 
rise to the legal risks pertaining to the parties to the contract. In order to reduce 
these risks, it is advised that the details and the specifications be mentioned in 
the contract. 
Source 7 states that it is not permissible to treat the promise as a form of 
contract in itself. However, the bank treats this as a binding document, in 
contradiction to Islamic law. The fact that Al Bilad Bank considers the promissory 
document exchanged with the client to be binding, without a contract being 
signed constitutes a legal risk because it denies the client the option of declining 
to accept the contract along with the promise. By failing to finalise a proper 
contract with the client to enact the promise regarding the same, relying instead 
on the promise alone to compose and execute the Murabaha contract, Al Bilad 
Bank is in breach of Sharia law. The fault lies on the part of the banks, as the 
banks should consider all the aspects of the contracts in order to identify the 
possible risks and the measures that can be used to mitigate them. This 
constitutes a legal risk, as Sharia law requires that the client should make a 
promise to buy the goods from the bank on the agreed terms and conditions. 
This means that in order to make the promise binding, it is also necessary for the 
client to sign a contract after the bank has bought the goods from the vendor. 
Source 8 states that the bank is not permitted to treat the promise as a 
form of contract nor is it permitted to specify the profit percentage in the 
Murabaha contract before the signing of the said contract. This again represents 
a major legal risk for the bank, because the promise does not constitute a 
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contract and the percentage of profit must be stated in the promise, as the goods 
are purchased by the bank after the client agrees to the terms mentioned in the 
promise. In addition, the client signs the contract after the bank has purchased 
the goods from the vendor. The legal risk arises because the contract does not 
comply with Sharia law. To eliminate this risk, it is necessary for the bank to 
provide details regarding the profit percentage made in the promise 
Source 16 states that if the bank fears that the client may retract the 
promise, the bank is permitted to purchase the goods and return them to a third 
party. This creates another legal risk related to damage and storage for the third 
party as well as a risk for the bank. Default risk is can be attributed to the fact 
that the client may retract the promise; a third party is involved in the promise 
and as per fatwa, the bank has permission to purchase the goods and return 
them to the third party. However, according to the terms of the promise in the 
Murabaha contract, if the third party withdraws from the contract, it is the client 
who is held liable for any loss or damage incurred and not the bank. This 
indicates that the parties to the contract do not share equal responsibility, which 
can be viewed as a legal risk for the participants.  
Source 28 states that the client cannot be held responsible for the 
expenditure incurred in cases where a third party does not honour the terms of 
the contract, yet Al Bilad Bank’s contracts assert that where the third party does 
not commit to the agreement, the client is held responsible. Sharia law or fatwa 
indicates that in the execution of Islamic financial contracts, the client is not 
responsible for the expenditure incurred if the third party rejects or fails to fulfil 
the terms of the promise and the contract made. The fact that Al Bilad Bank 
formulates the promise and the Murabaha contract to make the client responsible 
for loss or damage arising from the adverse actions of a third party thus 
constitutes a legal risk for all parties in that the terms of the contract and the 
promise associated with Murabaha do not comply with Sharia principles and 
rulings.  
Source 41 states that the bank is permitted to ask the client to appoint a 
sponsor for the duration of the promise; it is then the sponsor who takes full 
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responsibility for the Murabaha agreement until the contract is signed. This 
creates a legal risk because Sharia law gives the bank authority to make the 
client its agent, responsible for executing the promise to purchase the goods 
from the vendor until the client signs the contract. Under the terms of the contract 
issued by Al Bilad Bank, the bank shall purchase the goods from the vendor and 
sell them to the client. This poses a legal risk as the client may refuse to 
purchase the goods if they do not meet his requirements. This risk arises 
because Al Bilad Bank does not make the client its agent.  
Source 42 states that the bank is permitted to require payment of a pledge 
to act as a guarantee during the period of the promise; however, it is not to be 
used until the Murabaha contract is signed. This point evidences that the promise 
is not binding, exposing the bank to the possibility of loss, which again amounts 
to a legal risk. It has been discussed that the promised agreement is not 
considered binding unless the client signs the promise document. It is also the 
case that the bank cannot require the guarantee of a pledge if the promise is not 
binding. This creates a legal risk for the innocent party in this case; the bank has 
to bear all unexpected costs arising from the withdrawal of the client from the 
fulfilment of the promise as well as the contract. 
Source 43 states that a bank is not permitted to sell goods until it owns 
them; this includes not being permitted to make a contract with the client during 
the period where the goods are outside the bank’s ownership. This places a legal 
liability on the bank. As noted, the bank requires the client to sign two 
documents, namely a promise and a contract, in order to execute the Murabaha 
transaction. Under Sharia law, a bank cannot sell goods to a client until the bank 
has ownership of the goods. However, the terms of the Murabaha contract and 
promise provided by Al Bilad Bank indicate that the client should sign the contract 
after the bank has taken title to the goods, which are considered to belong to the 
client immediately after the bank purchases them from the vendor. A legal risk 
arises for the bank if the client withdraws from the contract, making the bank bear 
the loss so incurred.  
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Source 48 states that the bank is not required to formally put its name to 
the financial product. This constitutes a legal risk to the client. Sharia law states 
that it is not necessary for the bank to put its name to the products provided to 
the client when formulating the contract associated with a Murabaha transaction. 
This may create a legal risk for the client, as non-declaration of the name of the 
bank in the contract indicates that the client has to bear all costs associated with 
the product. Stating the name of the bank in the contract aids in bearing the cost 
associated with the product until title to the goods passes to the client. 
Source 56 states that insurance of the goods remains the responsibility of 
the client, which is responsible for all risks and thus, the promise document 
states that the client is responsible for any risks which occur. A similar legal risk is 
inherent in the contract formulated by the bank, as it entails that the client bears 
responsibility for all problems associated with the cost as well as the goods. This 
is contrary to fatwa and Sharia law, which state that all unexpected losses 
incurred are to be met by the bank and client both through the medium of 
insurance in respective to the principle of PLS of Sharia legal system. Thus, a 
legal risk arises from non-compliance with Sharia law.  
Source 67 states that the bank is permitted to seek a guarantee in the 
Murabaha contract; this includes a pledge of property or a bank account (tangible 
and intangible property). Legal risk in the form of default or credit risk may arise 
at the time of execution of the contract as the client may not be able to make a 
timely payment for the goods. Sharia or fatwa indicates that the bank can require 
a guarantee in the form of a pledge of property or control of a bank account so as 
to mitigate the default and credit risk related to the Murabaha contract. 
Source 72 states that the bank is not permitted to impose a charge on the 
client for any delay, yet the Al Bilad Bank contract states that the client is held 
responsible for any such delay. Sharia law or fatwa reflects the prohibition of the 
receipt of monetary benefit against non-payment or delay in payment by the 
client. However, the contract specifies penalty charges to be borne by the client if 
he fails to make a payment for the goods provided as per the terms and 
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conditions of the contract. This discrepancy is considered to constitute a legal 
risk inherent in the Murabaha contract.  
Finally, it is clear that the promise agreement is not binding according to 
Islamic law although the bank holds it to be a binding contract between itself and 
the client. In the event of a breach or dispute between the bank and the client, 
they must submit to an arbitration tribunal. There is a major legal risk to both 
parties in this event, as the tribunal may take the opinion of another scholar of 
Islamic law, since there is no legal precedent to follow. 
 
Risks related to Al Rajhi Bank Contracts: A Glimpse into the Uses and Abuses of 
Islamic Law 
 The misuse of Murabaha transactions by the banks can harm the finance 
industry. The commodity Murabaha contracts are often misused by the Islamic 
banks for investing the surplus cash available with them, which is compliant to 
Sharia law. However, in general practice, for many transactions, the commodity is 
not exchanged, but there is exchange of cash flow among the banks.  
In this context, Source 1 (the promise) states that the bank is authorised to 
purchase the goods on behalf of the client if agreed upon in Islamic law.791 Under 
Sharia law, a bank is permitted to purchase goods on behalf of a client if the 
conditions are agreed upon in compliance with Islamic law.792 The Murabaha 
facility offered by Al Rajhi Bank is inconsistent with this requirement, in that the 
terms and conditions of the agreement are specified by the institution at the time 
of buying goods from the vendor and selling them to the client.793 Thus, the terms 
favoured by the client are not agreed at the time of buying or selling the goods 
and there is a legal risk inherent in the contract because it is not fully compliant 
with Sharia law.794 It is possible that the client may refuse to buy the goods from 
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the bank at the cost plus mark-up price on the grounds that the terms of the 
contract are not favourable.795 
Source 56 states that insurance of products remains the responsibility of 
the bank, which is responsible for all risks.796 This requirement of Sharia law is 
violated by the Al Rajhi Bank Murabaha agreement, which states that the 
financing institution and the client shall both be entitled to seek adjudication to 
resolve any dispute or to compensate the risk arising from a dispute.797 There is 
thus a legal risk from non-compliance with the requirement of Sharia law that 
risks and problems associated with an Islamic financial contract shall be borne by 
the bank itself.798 By providing that profit and loss, along with costs, shall be 
shared among the parties involved, the Al Rajhi Bank contract contravenes 
Sharia law and generates a legal risk.799 
Source 72 states that to comply with Sharia law, the bank is not permitted 
to impose a charge on the client for any delay. The Al Rajhi Murabaha agreement 
breaches this legal proscription by requiring a payment to its charity fund in 
respect of payment default.800 While the terms of the Bank’s Murabaha 
agreement do not directly involve the institution accepting or demanding interest 
on late payment, the client is expected to pay a penalty sum to the bank’s charity 
fund calculated as a proportion of a specified annual rate equivalent to the length 
of time since default.801 This amounts to an indirect interest charge, in 
contravention of the Sharia prohibition of riba, thus creating a legal risk to the 
                                            
795
Murabahaas a mode of finance. 2009. [Online]. Available at: 
http://www.albaraka.co.za/Islamic_Banking/Features_of_Marabaha_and_Leasing/Murabaha_as_
a_Mode_of_Finance.aspx. [Accessed on: 16 July 2015]. 
796
Murabaha. 2015. [Online]. Available at: http://www.bankalfalah.com/islamicpk/corporate-
banking/working-capital-finance/Murabaha/ [Accessed on: 03 July 2015]. 
797
 Ibid. 
798
MurabahaWorking Capital. 2011. [Online]. Available at: http://www.midf.com.my/our-product-a-
services/development-finance-division/669 [Accessed on: 28 July 2015]. 
799
Ibid. 
800
Karim, R.A.A. and Archer, S. 2013. Islamic Finance: The New Regulatory Challenge. Wiley. p. 
16. 
 
801
Karim, S.A. 2010. The Islamic Moral Economy: A Study of Islamic Money and Financial 
Instruments. Universal. p. 22. 
152 
 
bank because the terms of its Murabaha agreement are not properly aligned with 
Sharia law.802 
3.5. Critical analysis of the contracts 
 
Comparison of Sharia and fatwa rulings with the terms and conditions of 
the Murabaha documents issued by the different entities which were involved in 
dealing with these two instruments helped in identifying the legal risks faced by 
these entities in executing such contracts.803 This knowledge ensures that the 
risk that are associated with Murabaha financial transactions are thoroughly 
examined in order to meet the research aims and objectives. Sharia law does not 
permit banks to make charges against default or delay in payment for goods, yet 
Al Rajhi was found to do so, albeit indirectly, by requiring penalty payments to its 
charity fund. This non-compliance with Sharia law constitutes a legal risk for the 
bank, which could be mitigated by accepting a guarantee or warranty, either 
personal or institutional.  
Sharia law also makes the bank liable for unexpected costs related to the 
goods purchased until title is transferred to the client, but according to the terms 
of the Al Rajhi promise and contract, all such costs are to be borne by the 
client.804 This risk can be mitigated by providing comprehensive information 
about the terms and conditions of contracts.805 
Another risk associated with the Murabaha contract arises because Sharia 
and fatwa require the bank to obtain the consent of the client to purchase goods 
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from the vendor,806 whereas the bank was found to purchase goods from the 
vendor at cost price and then to promise to sell them to the client at cost plus 
mark-up.807 
Sharia law further stipulates that agreement to the promise alone does not 
constitute agreement to the contract; the bank must obtain the client’s agreement 
to the promise as well as the contract, which the client signs after the bank have 
purchased the goods.808 The bank can sell the goods to the client only after 
acquiring title to them from the vendor. A legal risk arises where the bank deems 
the promise itself to be a contract. 
Sharia law makes the bank responsible for the cost of insuring its 
products, but the contracts were found to state that these costs were to be borne 
or shared by the client, a discrepancy which results in the risk of ownership of 
goods.809 
A fatwa requiring non-disclosure of the profit percentage or mark-up until 
the client has signed the contract was found to be violated by the bank by its 
disclosure of all relevant and material information regarding the details of the 
contract in the promise so as to improve transparency.810 
Another fatwa referring to bank contracts states that the client is not liable 
for any loss incurred by withdrawal from the contract811 when the bank purchases 
the goods from the client and returns them to a third party. However, the 
Murabaha contract of Al Bilad Bank holds the client responsible for any losses 
arising from the withdrawal of the third party.812 This results in a credit risk, as it 
implies that the client is unable to make payments in a timely manner. Similarly, 
Sharia law states that the client is not responsible for losses or risks incurred if a 
third party withdraws from the contract, yet the banks create a legal risk by 
making the client responsible in the contract for losses arising from the failure of 
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the third party to meet the requirements of the contract.813 This risk can be 
mitigated by providing clear information in documents associated with the 
contract.814 
Sharia law also provides that a client may act as an agent for the bank in 
order to obtain goods from the vendor at cost price and repurchase them from 
the bank at cost plus mark-up price, whereas the Al Bilad Bank contract states 
that the bank shall purchase the goods from the vendor and sell them to the 
client.815 This creates the ownership risk that the client may withdraw from the 
contract because he has not received the goods as per the agreed terms.816 
The bank may demand a pledge to guarantee the terms of the promise, 
but according to Sharia law, it cannot do so until the client signs the contract.817 
The Al Bilad Bank contract is therefore non-compliant with Sharia in stating that 
the promise itself is considered binding.818 It is concluded that it is necessary for 
the client to sign the promise agreement for the purpose of making it binding and 
that the bank could then execute the guarantee as soon as the client had signed 
the contract. 
Moreover, the bank cannot sell the goods to the client unless it takes 
ownership of them from the vendor in accordance with Sharia law.819 However, 
the contract as issued by the bank provides for ownership to pass directly to the 
client from the vendor, in order for the bank to avoid the risk of losses in the 
maintenance of the goods.820 Our analysis shows that neither Sharia nor 
Murabaha fatwas formally require that the goods being purchased for the client 
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need to be put in the name of the bank.821 Title to the product can legitimately 
pass directly from vendor to purchaser because the bank acts only as a financing 
agent between the other two parties.822 
A valid and trustworthy guarantee is quite significant in any such financial 
contract, as it acts as a security on the part of the seller.823 In the Murabaha 
fatwa, a pledge of tangible or intangible property is required as assurance for the 
entire process of buying or selling.824 The bank requires a pledge of property or 
other assets so that the legal risk of payment default or renunciation of the 
contract can be prevented.825This signifies that financial institutions of the Islamic 
banking system also give importance to ensuring a guarantee for any financial 
dealing with a bank in the Murabaha contract.826 
 
3.6 Conclusion 
 
From the findings of this chapter, it can be concluded that practices 
associated with Islamic finance have gained popularity since the global financial 
crisis of 2008. The growth of Islamic finance has brought many changes in 
procedures and processes, making the economy more flexible and helping it to 
recover from the recent economic turmoil. 
Among Islamic financial transactions, Murabaha is a sales contract 
involving a vendor, a bank, and its client, who share material information to build 
transparency and trust. On instructions from the client, the bank purchases 
goods from the vendor and resells them to the client at cost plus a negotiated 
mark-up based on the LIBOR rate. Payment is usually made in instalments and 
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the agreed terms are set out in a promise and a contract, both of which the client 
is required to sign. 
It is further concluded that the legal risks associated with formulating and 
executing the Murabaha contract concern liquidity, credit, technology, people, 
non-compliance with Sharia, and other factors. Credit and default risks, which 
may occur if the client fails to make timely payment for the goods, can be 
mitigated by the bank requiring a guarantee or pledge. Mismanagement of the 
asset-liability balance in terms of maturities, payments, and so on may introduce 
liquidity risk, which can be addressed through the adoption of different financial 
instruments and the establishment of a derivatives market. 
The bank can mitigate the risk that the client may repudiate the contract or 
refuse to take title to the goods by appointing the client as an agent of the bank 
and giving him authority to purchase the goods from the vendor on its behalf. 
Price and market risk may also arise from fluctuations in LIBOR or from changing 
socio-political, economic, technological, or legal factors. 
The analysis of the second part of the chapter, while comparing the terms 
of Murabaha contracts issued by Bank Albilad and Al Rajhi Bank with Sharia law 
and fatwa rulings, revealed the existence of legal risks concerned with the 
prohibition of riba, the binding status of the pre-contract promise, risk-bearing 
among the parties, withdrawal by the third party, and others. In addition, 
suggestions of the best means of mitigating these risks in light of the evolving 
relationships between religion, law, and banking in Saudi Arabia were made. 
The next chapter discusses the findings in the context of the literature 
review. 
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Chapter 4: Analysis of the Legal Risks Associated with Murabaha Contracts 
and Actions to Mitigate Legal Risks 
 
158 
 
4.1 Introduction 
 
 This chapter discusses the results of the research in the context of the 
literature review. Thus, a detailed analysis of the findings of the literature search 
and the results of this research are presented.827Throughout the chapter, the 
extent to which the research objectives have been met is revealed by means of 
developing an outline of the significant areas and organising the findings of the 
research in a logical form. The risks associated with the Murabaha Islamic 
finance contract are assessed and discussed in this chapter. The Murabaha 
contract involves three parties, such as a seller, a buyer, and a bank, wherein the 
bank plays the role of mediator between the buyer and seller. The role of the 
bank in such situations examined in this PhD is quite major as banking 
institutions’ acts, such as compliance or non-compliance with Sharia law, affect 
buyers and sellers’ interests. In the context of banks, this PhD research reflects 
the risks associated with Murabaha that arise for two main reasons: the banking 
system in Saudi Arabia tends to work against the applicable Sharia law and there 
is an absence of specific laws for guiding the conduct of Islamic banks.828 
 The chapter has two main purposes. The first is to provide explanations 
and interpretations of the results and to answer the research questions. The 
second main purpose is to provide a justification of the chosen approach and a 
critical evaluation of the study.829In pursuit of these aims, the chapter seeks to 
place the findings in the context of the existing knowledge and literature related 
to the research topic. It also seeks to identify the implications of the findings for 
practice and policy.830Based on the above, recommendations will be made later 
in the chapter. 
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4.2Murabaha financing and the associated risks 
Major risks of Murabaha financing 
 
 Research has shown that, in banking business in general, risk 
management is considered to be a major function. Considering the modern 
financial landscape that has evolved over the past 20 years, the core business of 
the Islamic banks is heavily reliant on instalment-based financing. Among all the 
methods of financing, Murabaha financing is one of the most common. The major 
risks to which the parties to Murabaha contracts are predominantly exposed are 
legal risks and credit or default risks. However, such unsystematic risks 
associated with Murabaha financing are considered to be minimised by the 
banks through tight and deliberate credit valuation. Therefore, the credit valuation 
system leads to control of credit and default risks. An efficient valuation system 
significantly helps in controlling and diminishing the risk exposure of credit and 
default payments in this Islamic contract.  
The Murabaha contracts considered to be a major source of non-
performing financing if it is excessively executed as the provisions for doubtful 
debts will be reported in the financial statements, reflecting a strong probability of 
both the specific and general provisions.831 This could also result in a decline in 
the value of the shareholders’ capital. It is critically inferred that shareholders’ 
interests are directly linked to the success of an organisation in terms of 
profitability and sustainability. Therefore, highly doubtful debts negatively impact 
shareholders’ interests, which results in a decline of shareholders’ capital. 
Investing in Murabaha and other credit-related instruments, which carry only 
small margins, can result in the lender securing large margins only through a 
large volume of transactions.  
 Murabaha financing is considered to be a source of exposure to liquidity 
risk for the Islamic banks. More specifically, there are certain circumstances in 
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which the average maturity of the deposits is found to be less than the average 
maturity rates of the Murabaha contracts. Even the deposits are found to be 
sensitive to market returns. In such circumstances, the liquidity risk is found to be 
due to the non-resalable nature of Murabaha, which is considered to be a source 
of primary risk in association with this instrument. By critically comparing doubtful 
debts, the liquidity risk associated with Murabaha has negatively affected the 
interests of investors. Liquidity risk causes a problem in terms of receiving timely 
payment on the due date because of a shortage of liquid assets. This risk is also 
proportionally linked to the shareholders’ capital investment or value as it ensures 
short-term solvency. 
 There are other major risks associated with Murabaha contractswhich 
indirectly affect the overall liquidity of the parties. Such risks could also be 
designated secondary liquidity risks arising from the Murabaha instrument. They 
are considered secondary because they arise only when the business risks and 
the other risks related to the Murabaha contract influence the overall liquidity of 
the Islamic banks. This could be further explained by stating that Murabaha 
contract gives the client the right to refuse to accept delivery for any valid reason. 
If the client does not accept delivery of the commodity, the bank will find itself 
encumbered with it unless and until another buyer can be found. Therefore, the 
risk of cancellation increases the liquidity risk for the bank. Therefore, liquidity 
risk in Murabaha transactions is directly related to the acceptance of the buyer 
because the banking institution, as a mediator, plays the role of taking the title to 
goods or services by making the payment on behalf of a buyer.  
In a similar manner, if the buyer is found to be incapable of paying the due 
amount within the specified time, this is considered a credit risk which further 
exposes the bank to liquidity risk. A positive correlation therefore exists between 
credit risk and liquidity risk, as the buyer’s incapability to pay their debt on time 
causes credit risks which affect the soundness of the financier or banking 
institution in terms of liquidity. It is also significant that Islamic banks are exposed 
to operational risk by the very process of carrying out a Murabaha contract, as it 
would be by being involved in any other sales contract. Furthermore, there are 
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other litigation or legal risks to which the bank and the other parties are exposed 
if certain significant laws are violated by the bank or other parties or if some kind 
of dispute arises between them.  
 It should further be stated that liquidity risk can arise indirectly from a legal 
risk if the payment of the due amount is stopped or if any applicable legal 
requirement is not met. However, Siddiqui pointed out that certain method have 
been devised by which the secondary liquidity risk can be alleviated.832 For 
example, the banks are required to ensure that their clients are maintaining their 
business accounts with them. The banks generally release the funds applied for 
in instalments, which contributes to the maintenance and protection of the assets 
of the banks and helps them to maintain the level of liquid funds at their disposal. 
Therefore, liquidity risk is a critical area of concern that must be dealt with 
efficiently in order to avoid a shortage of funds or working capital inefficiency.  
 There are strict fiqh restrictions on the Islamic banks, to the effect that they 
are unable to raise finance through the securitization of assets that are 
considered to be predominantly in the form of debt. In addition, due to the slow 
development of the instruments and gradual recovery of the funds, the Islamic 
banks are not able to raise funds quickly from the market. This issue becomes 
more serious where there is no inter-Islamic bank money market. Another issue 
is that the lender of last resort (LLR) provides a liquidity facility to the banks only 
in an emergency. Moreover, the facilities provided by the LLR are based on 
current interest rates. Thus, the Islamic banks are not able to seek any kind of 
benefit from this mechanism. 
 The process of executing a Murabaha financing agreement involves three 
major transactions between the bank and its customers and between the bank 
and a third party. The major risks significantly associated with this process are 
credit risk, operational risk, mark-up risk, legal risk, and counterparty risk. The 
findings of the present research have shown that, after Mudaraba, Murabaha 
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financing is considered to be the transaction performed by Islamic banks that 
bears the greatest credit risk.  
 Credit risk is generally defined as the probability of default on the part of 
the customer i.e. failure to pay the due amount or meet the loan commitment.833 
Credit risk often occurs due to exposure to the probability of failure on the part of 
the customer to make payment for the commodity or the asset because of 
financial or other difficulties they are facing.834According to the law, the risk 
associated with the asset is also borne by the bank until the asset is transferred 
to the customer. Thus, in case of any kind of destruction and fraud associated 
with the asset, the risk is borne by the bank and is considered as contributing to 
its credit risk. Furthermore, the bank is strongly restricted from charging any 
amount additional to the agreed value in spite of delayed payment or non-
payment by the client of the due amount.  
 It has been stated, however, that the profit-sharing modes of financing are 
generally perceived from the banks’ perspective as bearing a comparatively high 
credit risk. Thus, it can be reasonably asserted that the product-deferred modes 
such as salam and istisna are comparatively riskier than price-deferred sales 
modes such as Murabaha financing.835 This could be because the product value 
and the return that might arise at the end of the contract period are not free from 
uncertainty. There is also the possibility that the counterparty might fail to deliver 
the goods or commodity in time according to the agreement. Such circumstances 
might arise for various reasons, such as a natural disaster or production failure. 
Furthermore, even after the timely delivery of the goods, there could be 
circumstances in which the price of the commodity being transacted might 
influence the rate of return for the bank.  
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 Moreover, Elgari has stated that clients who deal in Islamic banking 
products realise that the cost of financing these products is higher than it is for 
the equivalent products issued by the conventional banks. This difference can be 
explained by considering the example of two individuals, one of whom borrows a 
sum of 100,000 riyals from a conventional bank for a duration of three years and 
invests the complete loan amount in buying a car costing 100,000 riyals, while 
the second person decides to finance the purchase of a similar car through an 
Islamic bank, using Murabaha financing with the payments due to be made in 
instalments within three years. A comparison of the financial costs to be borne by 
the two individuals shows that the client using Murabaha financing will have to 
bear a greater cost than the person who has opted for an interest-bearing loan 
from a conventional bank. This indicates that the excess amount charged 
through Murabaha financing for the delay in payment will be greater than the 
interest payment on the equivalent conventional loan. The Islamic banks do not 
dispute this assertion, but respond by stating that their operational risks and their 
credit risks are very high. Thus, considering the fact that risk and return are 
directly proportional, it is evident that the price charged by the Islamic banks for 
bearing such a high risk would itself be high.836 
 It might be assumed that this discrepancy in cost would damage the 
competitiveness of the Islamic banks in Saudi Arabia; however, it is important to 
note that their credit risk is high because they are not able to charge any 
collateral security. However, this factor is beneficial from the point of view of the 
clients as they are not required to pay any additional security and are protected 
by the stipulations of Sharia law.  
In order to deal with the risks associated with financial instruments such 
as Murabaha, ijarah, istisna, and iqtina, the Islamic banks charge a 
comparatively high mark-up for selling the products on credit. At the same time, 
depending upon the already assumed payment pattern, a comparatively high 
price is charged for the commodity. The result thereof is a different mechanism 
for the imposition of the price, while the client is exposed to a comparatively 
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heavy credit burden. However, this could be seen as an advantage for the 
Islamic bank, in terms of the short-term rate of return. Conversely, it could prove 
to be disadvantageous for the clients in terms of an increase in the loan amount. 
This might also prove to be disadvantageous for the Islamic bank in the long term 
because the client might be more likely to default. This, in turn, would represent a 
greater credit risk for the lender.  
 It can be reasonably stated that the level of risk to which the Islamic banks 
are exposed is highly dependent on the type of customer being dealt with and the 
type of investment that the client undertakes with the finance provided.837 With 
due consideration to the circumstances in which a majority of the customers 
delay making payments, it is not beneficial for the bank to impose an excessively 
large penalty for any such delay in payment. This is because it would lead to a 
delay in the payment of the excess amount as well. In addition, it cannot be 
confidently stated that the bank would be able to recover the excess amount by 
foreclosing on a mortgage, for example, because this mechanism has been 
found to work in only a few exceptional circumstances. The major reason for the 
excess charge is said to be deterrence. Therefore, requiring the clients to pay 
penalties that are later distributed to the community in the form of charity 
payments is sufficient to bring a significant level of risk in association with 
Murabaha financing at the same level as it would have been in a conventional 
bank. Thus, a close comparison of the two types of bank has shown that there is 
no significant difference between them in terms of their main types of loans from 
the perspective of credit risk. In fact, the level of risk to which the different types 
of bank are exposed and the extent to which they are exposed to such risks can, 
in both cases, be decided with reference to the creditworthiness of the client. 
 In most modes of financing implemented by the Islamic banks, including 
Murabaha, the market risk is relatively very high. Murabaha financing is 
considered to be the lowest ranked among the several other profit-sharing modes 
of financing, followed by ijara.  
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 Another significant risk that arises due to the legal obligations applicable 
to the Islamic banks is inherent in the need to hold the equity and ownership 
instruments within the bank for investment purposes and all such instruments are 
typically based on financial contracts such as mudaraba. Fiduciary risk arises as 
a consequence of the equity position risks and it also results from poor 
investment account management. All such risks can also arise when an Islamic 
bank is found to be guilty of misconduct or negligence in its handling of the 
deposits and funds of its investors by way of Murabaha contracts. All such legal 
liabilities owed by Islamic banks further expose them to direct losses from any 
breach of the fiduciary duty on the part of the bank to its depositors. In addition, 
there are the indirect losses that result from any decline in the market prices of 
the listed shares of the bank, which may lead depositors to lose confidence in the 
shareholders of the bank. As a result; they may decide to withdraw their deposits 
from the bank.  
 The Islamic banks also face a risk of adverse deviation in the market level 
of rates or prices of assets and liabilities due to market factors, external events, 
or other changes in the economic environment.838 The Islamic banks undertake 
to distribute risk-sharing funds, which further leads to a rise in the implicit 
requirements of both of the parties to a given transaction to share both their 
losses and their profits.  
 Due to the non-fixed ex ante profit-sharing provisions applicable to the 
Islamic banks, there is a significant exposure to withdrawal risk. A number of 
variables affecting the returns, profits and losses of the products offered by the 
Islamic banks causes uncertainty in respect of the real value of the deposits. 
Thus, the Islamic banks are under pressure to meet the market standards in 
terms of providing adequate returns to their depositors as they are aware of the 
likelihood that they would be held responsible for a lower rate of return.839 
Therefore, in order to increase the confidence of depositors in the Islamic banks, 
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adequate consideration is given to the profit share of the depositors when 
determining the mark-up value of the commodities that are transacted through 
Murabaha financing.  
 Another significant risk for the Islamic banks associated with Murabaha 
financing is liquidity risk as a bank might find that there is a mismatch between 
the maturity of its assets and of its liabilities. Such a mismatch could lead to the 
creation of either a surplus or a shortage of cash required for investment. An 
additional method by which liquidity risk may arise is the difficulty in obtaining 
cash at an acceptable cost. Due to legal obligations, the Islamic banks are not 
able to meet their operational liquidity requirements by offering interest-based 
loans; furthermore, the inter-bank sale of debt holding is also not allowed. This 
leads to an excessive liquidity risk for the Islamic banks when engaging in 
Murabaha financing agreements.  
 Dar and Moghul provided an account of the classical or traditional form of 
a Murabaha financing contract in which a person seeking finance requests the 
financing bank to purchase an asset as an agent. In exchange for the facilities 
provided by the bank, a profit margin is provided for the purchase value of the 
commodity. The amount of profit that is to be paid to the bank carries a risk for 
the bank in case the client fails to repay in full compliance with the terms of the 
Murabaha agreement that he has signed. In addition, there is a risk arising from 
any fluctuation of asset prices in the market.840Dar and Moghul noted, however, 
that the risks associated with Murabaha financing are mainly theoretical in nature 
as the trading is usually undertaken in such a manner that the commodity 
exposure risk is mitigated through a fixed price purchase of the commodity. They 
also asserted that any fluctuation in the prices of the commodity within the few 
seconds of the transaction taking place can be considered as minimal. Thus, the 
actual commercial risks pertaining to Murabaha financing or commodity finance 
are not directly related to trading; rather, they are associated with financing. From 
the perspective of the Islamic bank, it can be stated that the main risk factor is 
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the probability of failure on the part of the customer to payback the due amount. 
In terms of the customer themselves, they are exposed to the accompanying risk 
that the cash proceedings undertaken for the venture might turn out to be 
unprofitable. In the usual form of Murabaha financing, the banks do not 
participate in the potential gains anticipated to accrue from the purchase of a 
commodity for a business venture.  
 The Islamic banks are also exposed to fiduciary risks due to the adoption 
of Murabaha financing instruments. For example, the banks are expected to 
conduct adequate monitoring and screening of the projects as any intentional or 
unintentional negligence might lead to the bank being exposed to a fiduciary risk. 
Thus, it is imperative for the banks to perform adequate due diligence. In 
addition, mismanagement of the funds held by the banks on behalf of their 
current account holders might lead the banks to be exposed to fiduciary risk. 
Such risks might also arise when the Islamic banks are already in debt with 
heavy losses as a result of Murabaha financing because the shareholders might 
lose confidence in the banks’ ability to make effective use of the invested funds.  
The literature reviewed in Chapter 2 also indicates that fluctuations in 
market returns can contribute to the risks to which the parties are exposed, more 
specifically to those faced by the Islamic banks. The banks, in common with other 
financial institutions, make an estimation of the selling price of the commodity 
along with the mark-up value as per the prevailing rates and returns for that 
commodity on the open market. This can turn out to be rather difficult for the 
banks, especially if there is a high degree of volatility in the prices of the 
commodity in question, along with significant changes in the rate of 
return.841These factors are likely to hinder the process of anticipating accurately 
the sale price and the mark-up value. The result is exposure to the risk of loss in 
the margin that could be earned by the bank by entering into the Murabaha 
financing contract. Such conditions not only add to the overall market risk to the 
Islamic banks; they can be seen as constituting elements of market risk for the 
customers as well, owing to the possibility that the selling price may be 
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depressed after the Murabaha financing agreement has been finalised. Under 
such circumstances, the client would have paid more for a commodity that later 
became available for a lower price.  
Risks in dealing with Murabaha transactions and its causes 
 
1. Risk of Non-Compliance with Sharia law  
 If the basic law in Saudi Arabia fails to support the operations of Islamic 
banking, the two types of liquidity risks that the parties face by entering into the 
Murabaha contract are funding liquidity risks and market liquidity risks.842In the 
first place, the mobility of the asset or commodity under the Murabaha contract 
may lead to a funding risk, because it may not be possible to meet the expected 
and unexpected cash flow requirements, along with the collateral needs, without 
disturbing the routine operations. As to market liquidity risk, this may arise 
because the parties are not easily able to eliminate or offset their positions during 
a critical shortage of liquid funds. From the personal perspective, it has been 
analysed that liquid funds shortage not only affects upon the routine 
operations/transactions due to funding risk but it lets down trust of the investors.  
 The review has further shown that the Islamic banks are required to 
adhere to the provision of financial services that are in accordance and 
compliance with Sharia law. This requirement also applies to asset-based 
financing in terms of purchasing, owning, transferring and transacting real goods 
between two counterparties. There is a tendency to structure the transactions 
and financing instruments so that they broadly replicate conventional debt-based 
financial contracts, but the contracts created by this process are complex. This 
complexity arises from the multifaceted layering of the financial transactions and 
from the involvement of third parties to ensure compliance with Sharia law. 
Indeed, this process may result both in greater complexity and in increased risks, 
including the legal risks that are faced at different stages during the execution of 
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Islamic financial contracts such as Murabaha.843Each Murabaha contract 
involves multiple transactions, along with multiple transfers of ownership, in order 
to ensure Sharia compliance. Murabaha contracting enables an agreement to be 
made which mimics a conventional mortgage. However, this is possible only if a 
layering of the initial set of transactions is undertaken, along with an increase in 
the number of counterparties that are involved throughout the life of the 
mortgage. Thus, there exists a legal risk of non-compliance with Sharia law, as 
there is a heavy dependence on this process of layering and increasing the 
number of counterparties. It has been inferred that sharia law compliance is 
essential for banking institutions and organisations in any sector to prevent legal 
risks emerged out due to illegal or non-compliance acts. Sharia law regulations 
support directing actions and decisions in relevance to the lawful provisions that 
secure interests of the parties involved.         
 One of the most significant judicial risks associated with a Murabaha 
transaction is the fact that the contracting parties are not judicially liable to 
disclose the purchase price in the contract.844 This results in the non-disclosure 
of the profit rates that the banks have quoted to their clients; thus, it imposes a 
legal risk upon the parties, which is directly related to the risk associated with 
contract-based financing.  
 Another judicial issue pertaining to the banking system of Saudi Arabia in 
the context of any Murabaha contract is the equipment or asset warranties that 
are provided to customers at the time of the product purchase, guaranteeing the 
fitness and appropriateness of the product for its intended use. Thus, under the 
terms of warranty agreements, the equipment or product is replaced in the event 
that a defect is found. Such warranties are legally not transferable in the case of 
a Murabaha contract, which further increases the asset risk for the client.845The 
client is not exposed to such a risk in the case of an asset purchase loan 
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agreement with a conventional bank, because the client acts as the first 
purchaser and thus does not require the transfer of any warranty.  
 This information explores the deviations linked with Murabaha financing 
which generates legal risks for not only the banks but also other related parties. 
Such types of legal risk generated for banks and other parties are discussed in 
the information given in this paragraph. Moreover, recommendations are also 
given by the authors for Islamic banks as well as their clients in the direction of 
enhancing and safely undertaking the financial transactions. 
 Shofawati has recently identified certain deviations associated with 
Murabaha financing that lead to both the banks and the other concerned parties 
being exposed to a degree of legal risk. The author states that the information 
that the bank is obliged to provide to give a full account of the Murabaha contract 
leads to it being exposed to a legal risk, which is also borne by the client and the 
third party.846Conversely, if the information that is required to be provided by the 
bank pertaining to the existence of the products is not fully disclosed, this leads 
to a legal risk for the bank. In Murabaha financing, the binding contract of the 
purchase transaction which the bank enters into generally proceeds with 
ownership of the goods by the client. This leads to the violation of the basic 
principles of the universal law, wherein the right to sell a derivative and the right 
of ownership are granted to the individuals concerned. Furthermore, two other 
legal principles are violated in the conduct of Murabaha financing; the first of 
theseis the essence of the seller, the person who is obligated and is able to 
provide the supply of goods, and the other is the essence of the Murabaha 
contract itself.  
 Another significant feature of Murabaha financing is the practice of 
disbursement to the customer’s account, while the customer is required to pay 
back the amount to the suppliers. This is because the buying and selling 
relationship is not realised; rather, it amounts to the existence of a debit and 
credit relationship. All such legal concerns are major sources of apprehension for 
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the Islamic banks to standardise the Murabaha contract that is issued by SAMA 
within the framework designed to minimise the requirements for Islamic 
purification. However, it is considered that the Murabaha contract is one of the 
most significant instruments through which financing is undertaken by the Islamic 
banks, and it plays a dominant role within the Islamic banking system of Saudi 
Arabia. Thus, the Islamic banking industry is in need of developing new sets of 
financial products based on Murabaha financing that would both be fully 
compliant with Sharia law and meet the needs and expectations of the banks’ 
customers. Shofawati has further recommended that the government should be 
expected to provide suitable conditions in which financial transactions can be 
safely undertaken by the Islamic banks and their clients, by means of making 
appropriate amendments to national rules and regulations. Moreover, the 
National Sharia Council is expected to keep adequate control over the 
implementation of Murabaha contracts within the Islamic banking framework, to 
make it more Sharia compliant.847From the inference of theoretical evidence, it 
has been interpreted that compliance of Murabaha contracts with sharia 
principles is the first and foremost requirement to keep off occurrence of legal risk 
to the parties involving seller, dealer and bank.    
  The above paragraph is essential in analysing the factors that generate 
legal risks for banks and the parties such as clients. Moreover, this paragraph 
helps in obtaining the mitigation techniques of these legal risks. Thus, this 
paragraph contributes towards the research aim of identifying the legal risk 
involved in Murabaha and addressing these risks.  
 The information given in the below paragraph explores the case of a 
diamond dealer. This case is discussed for explaining the legal risks faced by the 
parties which are associated with Murabaha financing agreement. This case 
defines the disputes between the client and Islamic banks.  
 Cotran and Lau use the case of a diamond dealer to explain the legal risks 
to the parties associated with a Murabaha financing agreement. In their example, 
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a diamond dealer entered into a Murabaha contract as the client of an Islamic 
bank that was incorporated under Bahamian law. Based on the conditions stated 
in the Murabaha contract, the Islamic bank entered into an agreement to 
purchase two lots of raw diamonds on behalf of the client from a second dealer 
based in Hong Kong, at the per piece rate of 7,500,000 US dollars,and the 
purchase price was duly paid to Hong Kong dealer. The client was obligated to 
purchase the raw diamonds from the Islamic bank and was required to pay a 
price inclusive of mark-up, making a total of US$7,917,450 for each lot of raw 
diamonds. The client failed to receive any goods, both lots of diamonds having 
allegedly been lost in transit.848There then arose a dispute between the Islamic 
bank and the client as to whether the client was liable to pay the stated amount 
to the bank, in spite of the fact that he had not received delivery of any goods. 
The case was heard in the High Court, which ruled that the bank was liable for 
the loss, as it was required to bear the risk of the goods being destroyed, 
damaged or lost.  
 The above paragraph is beneficial for giving the real time example of legal 
risks and disputes generated between the bank of Islam and client when the 
client entered into Muhabara. Thus, the information involved in this paragraph is 
helpful in analysing legal disputes related to Muhabara in the direction of the 
research objectives. 
2. Lack of Conformity of Sharia Banking Law and the Modern Commercial 
Banking Industry 
 The application of contract law at the international level leads to three 
types of legal relationships in association with the client. The first relationship 
states that there is an obligation on the part of the bank to pay the asset price 
due to the seller.849 The second legal relationship is the one between the bank 
and the buyer. This is relevant, for example, when the goods purchased under a 
Murabaha contract have been lost in transit. The third legal relationship pertains 
to the remedies of the seller vis-à-vis the buyer, where a suitable example is of 
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the sale of defective goods. As shown by the above case heard in the High 
Court, it can be reasonably stated that such issues are not restricted to matters 
of academic interest, but have increasing relevance in the world of international 
commerce, because of the internationalisation of the Islamic banking sector.  
 Thus, one of the most significant risks to which all the parties to a 
Murabaha contract are exposed is the fact that Sharia banking law is found to be 
inherently unsuitable for the modern commercial banking industry. This is 
because the process of adaptation to the international financial and accounting 
system has yet to be achieved. There are serious concerns associated with the 
huge gap between the existing Islamic laws and the internationally adopted 
financial regulations. This gap serves to further increase the legal risk for all the 
parties.  
 Among the numerous benefits for the client who enters into a Murabaha 
contract with a bank is the fact that Sharia law does not allow Islamic banks to 
ask for collateral security from their clients. Moreover, the banks are not allowed 
to reschedule the payment of the instalments, as a result of which clients are 
able to pay off their loans at their own convenience. Nonetheless, clients are 
exposed to certain risks, such as price risk, liquidity risk and counterparty risk.850 
The Murabaha contract is a long-term one and it is difficult for the client to ask for 
an extension of the repayment period; this is because the mark-up of the bank 
would be reduced. The client has no right to reduce the mark-up being charged 
by the bank; the result of this is that the client faces a liquidity risk.   
 
3. Counterparty Risk  
 Furthermore, there exists a counterparty risk, which can also amount to 
the loss of opportunity for the client. This risk arises if the asset to be held 
through the Murabaha contract is essential for the client’s business purposes and 
the bank breaches the contract under Sharia law or refuses to purchase the 
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asset.851 Such refusal to purchase could occur because the relevant market 
prices have changed, so that the asset has become available elsewhere at other 
than the agreed price.  
 
4. Risk of Capital Loss 
 In addition, the client is exposed to the risk of capital loss, if the cumulative 
price of the asset, comprising the purchase price and the mark-up charged by the 
bank, exceeds the price at which the asset could be sold in future. The client is 
obligated to maintain a charitable fund in the form of a penalty in the case of 
default in the timely repayment of the debt. The percentage of payment is defined 
by the bank as per its own discretion. Sharia law is a shield for the client here, 
protecting him from the risk of bankruptcy. If the basic law of Saudi Arabia fails to 
acknowledge Sharia law, the risks faced by clients could become equivalent to 
those of the borrowers of long-term loans from conventional banks.   
It has been stated that the English court does not deal with certain aspects 
of Islamic financing in a critical manner. In the case of Murabaha contracts, the 
risk of failure to deliver is not recognised, where the issue of default in payment 
has arisen and the defendant states that he defaulted on payment because the 
supplier failed to deliver the commodity.852 Under the Murabaha contract, the 
supplier is not paid until the client has possession of the supplies. In addition to 
this, the bank is required to bear the risk of delivery failure. The court treats the 
transaction as if it were a typical financial transaction, where the risk of delivery 
failure is borne by the purchaser, or in the case of a Murabaha contract, by the 
client.  
 
5. Risk of Transparency  
 There is another legal risk that has been found to apply to the third party 
to a Murabaha contract. This arises because the Islamic banks undertake 
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Murabaha transactions based on the profit and loss principle, in contrast to 
interest-based transactions. Thus, if a bank suffers a loss in the transaction of a 
Murabaha contract, its depositors will be exposed to the risk of such losses, 
which they will share as they also share any profit. If the Islamic banks fail to 
abide by Sharia law, they may fail to follow fully the special prudential accounting 
and auditing standards that Islam requires. This would cause investors to be 
exposed to the risk of transparency.  
 Furthermore, the findings revealed that the Islamic banks were considered 
to be offering only the ijarah and Murabaha transaction facilities.853 Thus, in order 
to abide fully by Sharia law, the banks should facilitate and enhance the 
implementation of their real banking activities. This would require the promotion 
of risk sharing by way of equity-type facilities on the asset side and profit-sharing 
investment accounts on the funding side. Moreover, the banking system of Saudi 
Arabia enables the Islamic banks to be reluctant to entering into long-term 
transactions because there is a risk of illiquidity in the secondary market.854 This 
is also against the Sharia law of disclosure and customer protection; thus, it adds 
to the risk faced by the third party.  
 In the opinion of Aldohni, the classical Murabaha contract states that the 
borrower requests the bank to purchase the asset on his behalf and in exchange 
for this financial service rendered by the bank, he agrees to pay a profit margin. 
Thus, the actual legal and commercial risks of trading in Murabaha are not 
directly associated with the trading; rather, they are associated with financing. 
This is because there is a risk of the cash payment proceeding in the case of a 
venture that does not prove to be legally viable. Furthermore, the presence of 
riba in the transaction is considered to represent injustice in Islamic financing 
because it represents a potential source of economic injustice.855The parties are 
considered to be able to make money from a productive application of their 
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assets and commodities, but it is viewed as exploitation on the part of the 
stronger party to charge the weaker party for the use of money, as it is not 
considered a tradable mode under Sharia law. One of the most significant legal 
risks that prove to be an indicator of equality between the parties is associated 
with the risk to which both the financee and the financing party (usually the bank) 
are exposed. Thus, Aldohni recommends that lawyers should draft Murabaha 
contracts in a way that ensures that their onerous terms are not inconsistent with 
Sharia law and that the bank’s profit is not construed as riba. 
 
6. Risks associate with Contract’s Structure 
 Dar and Moghul identify a legal issue related to the binding nature of the 
Murabaha contract. The parties to the contract are in effect subject to a binding 
power that is generated by the provisions of Islamic law, because a promise is 
considered to be an expression of willingness to perform an activity in the future. 
It invokes trust in the future performance of the action, which does not merely 
reflect the sincerity of the promisor.856 However, in general under English law, the 
promise in not considered to be legal binding, although it could be enforced if it is 
executed in support of the required consideration. It can be further argued that 
the promise generated in the Murabaha transaction meets both of the 
requirements. Firstly, the requisite consideration under English law implies that 
there is benefit either to the promisor or to the promisee. In the case of a 
Murabaha contract, the interest of the Islamic bank is considered to be impaired 
if the client or promisor fails to fulfil the promise to buy the commodity that he has 
ordered, in spite of the commodity meeting the specified description.  
 Having reiterated that there are three parties to a Murabaha contract, 
namely a seller, a purchaser and a bank, whereby the bank contracts to buy a 
commodity and resell at a fixed higher price including a mark-up, Cattelan 
asserts that the major legal risk is associated with the requirements of Sharia law 
that the bank involved must hold the title of the commodity under transaction for 
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a specific time period during the process of transacting the Murabaha instrument. 
Other associated risks are highly dependent upon the structure of the contract 
and more specifically the contractual provision of the promise undertaken by the 
customer to pay.857In this context, my personal perspective is that difficulties may 
arise in the subsequent enforcement of the promise made by the customer, along 
with the possibility of appointing the customer as the agent of the bank during the 
performance of the commodity purchase and the adoption of risk mitigation 
techniques. Other major legal risks associated with Murabaha contracting are 
connected with the monitoring and screening of the rules and bylaws applicable 
to the contract.  
 In the opinion of Ayub, the use of Murabaha contracts requires Islamic 
banks to hold additional assets and exposes them to legal risks; to mitigate these 
risks, the banks should take very great care in drawing up the various documents 
related to such contracts, under the guidance of their legal departments. 
Attention to Sharia law and the AAOIFI standards will enable the banks to ensure 
Sharia compliance. Thus, the role of Sharia advisors on the banks’ supervisory 
boards is crucial to the successful execution of adequate internal controls for the 
purpose of Sharia compliance.858 Ayub goes on to advise that the Islamic banks 
must ensure adequate time management of the said documentation in order to 
avoid the risk of abnormal loss of income. The perspectives of Ayub are 
favourable to the parties of Murabaha contracts as it strengthens risk 
management and internal Sharia control mechanisms that would avert off 
emergence of legal risks. 
 Holden addresses the complexities involved in Murabaha contracts and 
their similarities with the products offered by conventional banks. She notes that 
the financial institution or Islamic bank acts as the middle-man and is supposed 
to sell the commodity under the contract at cost plus an agreed profit rate. Apart 
from the sales price mentioned in the contract, the Islamic banks are not legally 
allowed to collect any compensation from the customer in the event of default, 
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whereas this is possible in the case of the conventional banks. This is because 
Islamic banks are not allowed under Sharia law to collect any unearned mark-up 
value from their customers.859For this reason, circumstances have often arisen in 
which the customer refuses to pay. From my personal opinion, the viewpoints of 
Holden are quite supportive to avoid risk, the banks generally enter into 
Murabaha contracts only under certain conditions, where for example the 
customer is well known to them and has reliable creditworthiness. 
 A further contribution to this discussion is made by Ayub who states that 
there exist numerous risks for all the parties associated with Murabaha financing 
agreements. 860 More specifically in case of price risk, the client is considered to 
benefit if there is an increase in the price of the commodity which is being 
financed through the Murabaha agreement. Such an increase would indicate that 
the price which the client is obligated to pay under the Murabaha financing 
agreement was less than the market value of the commodity. In such situations, 
there exist three options for the client, the first of which is to continue with the 
Murabaha agreement for the full term of the contract and realise the benefit from 
the marginal difference. The second option is for the client to terminate the 
Murabaha contract immediately by defaulting on the remaining payments due, 
which would allow him to gain certain monetary benefits after the price has risen 
to its highest level. The third option open to the client is to pay the full amount 
specified in the Murabaha contract without giving any consideration to the price 
rebate, while adhering to scholarly prohibitions. 
 
Risks affecting Islamic banks 
 
 The previous subsection has discussed the risks to which the various 
parties to Murabaha contracts are exposed, especially in the Saudi banking 
system. This subsection has a narrower focus: that of the risks specifically 
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affecting the participating Islamic banks. Risks are generally considered to have 
an influence on both the opportunities for income growth and the values of the 
assets held by the banks. However, with the assistance of effective risk 
management, they are able to exploit opportunities for income growth. Since 
Islamic banking is comparatively new, in comparison with the conventional form 
of banking, the risks inherent in financial instruments such as Murabaha are 
comparatively poorly understood. Given this novelty and lack of understanding, 
these risks can usefully be divided into two major categories: risks that are 
similar in nature to those faced by the traditional types of financing institutions, 
and those that are unique in nature and relate to the question of compliance with 
Sharia law. As for risk mitigation, Islamic banks are relatively restricted in terms 
of the policies that they are able to adopt because they are allowed to use only 
those measures that are specified in Islamic commercial law.861 The banking 
model within the framework of Islamic financing is considered to have evolved as 
a one-tier Mudaraba along with numerous investment tools. On the asset side, 
Islamic banks useMurabaha financing tools in the form of cost-plus sale and 
instalment sale for medium- as well as long-term finance. 
 The major risks to which Islamic banks are exposed in relation to the 
Murabaha contract are legal risks. Related to these legal risks is the risk of 
liquidity faced by banks because the Murabaha contract involves debt creation 
and the purchase of fixed assets. This can result in ablockage of cash and 
therefore the elongation of the operating cycle.862As noted above, while the legal 
provisions of the banking system in Saudi Arabia have been framed according to 
Sharia law, there are certain areas where the system fails to abide by Sharia or 
even the basic law of the Kingdom in order to ensure a level playing field for 
Islamic banks. Certain principles of Sharia law are subject to interpretation by the 
management teams of individual Islamic banks, which can result in the execution 
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of transactions that are generally incompatible with Sharia law and hence could 
be declared unacceptable and invalid. 
 The literature review has shown that another significant type of risk to 
which banks are exposed with regard to the application of Islamic law is credit 
risk. More specifically, credit riskhas three components – namely, default, the 
level of potential credit exposure to a default, and the probability of default.863 
The extent of default by one of the parties is assessed on the basis of two 
parameters: namely, the financial conditions and the number of days for which 
the payment has been overdue. In the case of Murabaha, credit risk arises 
because it is a sale-based contract and because the reselling of the asset 
undertaken by the bank is based on deferred payment, as a result of which the 
amount of debt owed to the bank will rise. A major factor underlying the credit 
risk, therefore, is default on the part of the counterparty in the form of failure to 
pay the debt in full within the specified time. There are many other possible 
reasons for non-performance by the parties, including both external and internal 
financial causes and certain moral hazards. Under these circumstances, it is 
essential for any default on the part of the counterparty that is undertaken 
intentionally or wilfully to be clearly identified, because Islam does not allow any 
kind of debt restructuring to compensate for such a default. The reason for the 
default could be a delay in the collection of an amount due from a client of the 
bank’s client, rather than wilful default on his part, and it can be difficult for the 
bank to prove that the client has been wilful in defaulting. The provisions of 
Islamic law are predominantly in favour of the client, who is therefore not 
normally put under any pressure to prove his or her innocence. It is rather the 
aggrieved party – the Islamic bank in this case – which would be required to 
prove the wilful act of default on the part of the client. A credit risk arises for 
Islamic banks because they are not able to obtain sufficient information regarding 
the solvency of the client and his ability to pay the due amount. There is, 
therefore, an asymmetry in the information that is available to Islamic banks. 
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 If a client appears to have defaulted, the Islamic bank may be faced with 
numerous issues in the form of an interruption to its predetermined cash flow on 
the asset side, which is adjusted along with the liability side in a planned manner. 
The profits from Murabaha financing agreements predetermined by banks will 
also be disrupted. Beyond this, the bank will face the extra cost of selling the 
asset that it has unintentionally acquired on the market. A default also adds to the 
operations of Islamic banks in the form of an urgent need to conduct an 
investigation into the actual situation of the client; however, the cost of this 
investigation is only borne by Islamic banks if it turns out to be an honest default. 
   Elgari has reflected on the fact that Sharia law provides Islamic banks 
with a framework for executing financing contracts, commercial contracts, and 
other relevant transactions. This has led to Islamic banking contracts such as 
Murabaha becoming a mode of buying and selling property. There is a 
consequent exposure to price risk, because taxes are levied on the same 
property twice, there being two constituent transactions within the Murabaha 
transaction: that between the seller and the bank, followed by that between the 
bank and the borrower or client.864 This conclusion is supported by the finding 
that basing their activities on Sharia law exposes Islamic banks to legal risks 
such as price risk.865This type of risk is generally considered to be incurred when 
banks are not able to fix the price of a commodity with the appropriate market-up, 
owing to the dynamics of macroeconomic factors. The literature gives examples 
of risks and liabilities that are borne by Islamic banks due to their ownership of 
assets and their liability to pay taxes.866Other elements of risk have been found 
to relate to implied warranties and the risks of delay and default. 
 In addition, Hassan and Lewis state that the legal risk to Islamic banks 
which do not abide by Sharia law is directly associated with the trust and 
confidence of their investors in the regular operations and functioning of the 
banks. The intention behind using Sharia law to introduce instruments such as 
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Murabaha contracts is to promote social equality and interest-free transactions. 
Any action on the part of an Islamic bank that does not comply with Sharia law 
works against its corporate image and goodwill in the society in which it 
operates.867 This conclusion is justified by the finding that non-compliance with 
Sharia law might result in negative word of mouth and low confidence among 
investors. 
 Market risks are generally considered to be systematic in nature and to 
arise from macro-economic factors or other unsystematic sources, and they 
influence Islamic banks due to instrument- or asset-specific. Market risks can be 
explained by taking the example of equity or currency prices, where a price risk 
would arise because they fall into the category of systematic risk. Any movement 
or fluctuation in the price of a commodity being traded by an Islamic bank under 
a Murabaha financing agreement will expose that bank to market risks. However, 
such fluctuations can be favourable to the bank as well as unfavourable, and the 
same applies (inversely) to their consequences for the counterparties. 
   This paragraph suggests that there are considerable variations in 
all the legal risks and disputes as a means of nature of the risks. The information 
which is given in this paragraph also refers that the Islamic banks are facing rate-
of-return risk which is a point of concern for these banks. The information also 
includes how the rate of return is differentiated. While the interest rates fluctuate 
then it generates disadvantage for the banks of Islam. 
 According to Kamalpouret al., there is considerable variation in the legal 
issues and risks that Islamic banks face in terms of the nature of the risks arising 
from specific requirements of compliance with Sharia regulations. In terms of 
interest rate risks, Islamic banks are exposed to a similar risk also known as the 
rate-of-return risk, as suggested by the IFSB. As for their overall exposure to 
risks related to their balance sheets, Islamic banks suffer from a “squeeze” that 
result from the extended holding of fixed-return assets such as Murabaha 
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contracts.868 This is because Murabaha contracts are financed by banks’ 
investment accounts, while the expectations of the holders of such contracts with 
regard to the rate of return are affected by conventional benchmark rates. Thus, 
whenever there is an improvement in the benchmark results, the expectations of 
fund providers also rise. In my opinion, the rate-of-return risk is a considerable 
matter of concern for banks to maintain the trust and loyalty of investors. This is 
because the rate of return is directly associated with investors’ expectations for 
returns.  
However, in the case of Islamic banks, the rate-of-return risk is different to 
the interest rate risk because they are associated with the results of investment-
related activities undertaken at the end of the investment-holding period. There 
are two major ways in which the rate-of-return risk can be differentiated from the 
interest-rate risk. Firstly, Islamic banks possess a mix of equity-based and mark-
up-based investments. Such mixes of investments lead to a high degree of 
uncertainty as to the rate of return, in comparison to conventional banks, 
because the latter operate on the basis of fixed-income financing on the asset 
side. Secondly, the return on deposits in conventional banks is predetermined, 
whereas the return on financing instruments such as Murabaha contracts is 
broadly anticipated – but not confirmed – in advance. Furthermore, Kamalpour et 
al. opine that the risks of rate of return stem from the existence of uncertainty as 
concerns the returns earned by Islamic banks through their financing practices. 
Such uncertainty could cause divergence from the expectations of investment 
account holders. In addition, relatively little flexibility has been observed on the 
asset side of Islamic banks, as compared to conventional banks in Saudi Arabia. 
This is because most of the financing undertaken by Islamic banks is in the form 
of Murabaha contracts, which are insensitive to fluctuations in market rates. 
Since all the liabilities of Islamic banks are interest sensitive, it is further argued 
that the funding gap will always remain negative. This leaves Islamic banks at a 
disadvantage when faced by fluctuations in interest rates. 
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 The information obtained from above paragraph also involves the 
discussion of other types of risk namely rate of return risk comes under 
Muhabara and suggests that the Islamic banks should take this risk into 
consideration for avoiding the disputes. Thus, this paragraph relates to the 
research objective of analysing legal risk related to Muhabara.  
 This paragraph includes legal disputes and risks of banks to be directly 
liable for the losses of counter parties. It also suggests that if modifications and 
innovations are applied to the Muhabara agreements, then the significant 
vulnerability can be invited to the legal risks. It is analysed that every dispute 
among banks and clients is an example of the potential for these two parties for 
being exposed to the legal risks.  
 The legally flawed conduct of banks pertaining to documentation and other 
aspects of the execution of Murabaha transactions by their employees and 
agents may cause banks to be either directly liable for losses or unable to 
ascertain the rights of the counterparties. Such lapses would directly expose 
banks to legal risks. In addition, there is a degree of legal uncertainty when an 
external parameter plays a significant role and is beyond the control of banks’ 
operations.869 Such external parameters can to influence even the most 
prudently and diligently handled Murabaha financing agreements. Moreover, 
applying modifications and innovations to the mode of conducting such 
agreements could also invite significant vulnerability to legal risks. For example, 
the adoption of a new transactional technique might introduce ambiguity amongst 
the parties regarding the adequate performance of their respective roles. Thus, 
non-compliance with Sharia law at any stage might expose the bank and the 
other concerned parties to legal risks. The role of banks is to purchase items on 
behalf of their clients and then sell them to clients for the principle plus a mark-up 
value. In practice, the total due amount made due by each bank from each client 
will differ and the payment terms may also be different. Banks justify such 
differences by reference to the fact that each step involves a different time period 
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under a unique contractual agreement, which may be seen to magnify the scope 
for complications and disagreements between banks and their clients. Evidently, 
any such dispute between a bank and a client is an illustration of the potential for 
both parties to be exposed to legal risk. 
  The above paragraph also suggests another risk where the banks can be 
liable for the losses of the clients. Moreover, it is also analysed that the disputes 
come up with the potential of parties of being exposed to any risks. Therefore, 
the information involved in this paragraph helps to suggest another risk for 
reaching the research aim.  
 The below paragraph is related to the exploration of two types of risks 
namely collateral risk and mark-up risk faced by the clients. The content in the 
paragraph also describes the reason for such risks and actions that can be taken 
by the banks to overcome these risks.  
 In the Islamic banking system, banks are permitted to ask for collateral 
security against the financial assistance that they provide to clients. According to 
Sharia law, they are not permitted to require such collateral security from clients, 
but in practice, there are certain circumstances where an Islamic bank will not 
only charge collateral security but also claim the security against any default on 
the part of the customer. It can be inferred from this that the client is exposed to a 
particular credit risk due to the differences between the provisions of Sharia law 
and the actual Islamic banking practices followed in Saudi Arabia. However, this 
discrepancy could be considered to work in favour of Islamic banks because their 
credit risk is thereby reduced. This is because the customer is liable to pay for 
the collateral security in case of any default in the payment of the due amount. 
Another significant risk faced by Islamic banks is mark-up risk, which arises when 
a bank uses a benchmarking rate to determine the different prices that it will 
charge its various clients. In case of Murabaha financing agreements, the mark-
up is fixed and added as per the LIBOR rate, which acts as a benchmark rate. 
Given that the mark-up value of a Murabaha transaction is fixed across the 
period for which the contract exists, a high degree of mark-up risk arises for 
Islamic banks. This can be explained by considering a situation in which there is 
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a significant change in the benchmark rate; because the mark-up value of any 
existing Murabaha financing contract is fixed and cannot be adjusted, a bank 
might suffer a relative loss of profitability. This is an indirect way in which market 
interest rates influence the profitability of contracts for Islamic banks; thus, they 
are also exposed to market interest rate risks.870It can be reasonably stated that 
mark-up risk arises for Islamic banks where there is a high degree of 
dependence on the accurate calculation of market returns. It is essential for 
Islamic banks to ascertain that all the market changes have been adequately 
covered. Any failure on the part of a bank to anticipate changes that might occur 
in the market could result in exposure to mark-up risk. The commodity or asset 
price risk and the Murabaha price risk should be clearly distinguished. As has 
been indicated, the basis of mark-up risk for Islamic banks is LIBOR; it arises in 
the process of financing, not the process of trading. 
  The above paragraph is essential in evaluating two different and new 
types of risks faced by the client while entering into Muharaba and discussing 
how to mitigate these risks. Thus, the information is contributing to the aim and 
objectives of the research.  
 This paragraph justifies that the Muhabara is itself a complex procedure. 
Another type of risk of the asset is also involved in this transaction agreement. 
Muhabara processes do not make use of riba. Thus, Muahabra can generate real 
risk for Islamic banks.  
 In the context of Sharia compliance, each Murabaha contract is a complex 
transaction, but also minimally harmful to the transacting parties because it does 
not expose them to the reciprocal potential of profits or losses. This is further 
explained by Karim, using the example of asset risks held by anIslamic bank. 
Karim states that asset risksare almost negligible and can be considered non-
existent for banks because the timeframe of the execution of the Murabaha 
financing agreement, along with the delivery time of the commodity to the client, 
is negligible. Indeed, many Islamic banks do not even take physical possession 
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of the commodity that is being traded under the Murabaha financing agreement. 
In addition, the pricing mechanism implemented by Islamic banks in the majority 
of Murabaha agreements is, as noted above, the interest rate benchmark. 
However, this benchmark expresses the time value of money, which is 
considered inimical to the Islamic moral economy.871Proponents of change have 
argued that the Murabaha financing agreement is far from compliant with Sharia 
law because the Quran clearly differentiates between trading (bai) and interest 
(riba).Considering this distinction, Islamic jurists have opined that Murabaha 
financing agreements are much less desirable than contracts where the equity 
holders actually enter a profit and loss-sharing partnership, such as Musharaka. 
The majority of jurists agree that Murabaha agreements do not involve the use of 
riba, although while rendering this financial service, banks do take risks related to 
financing a service, asset, or commodity. Moreover, Karim goes on to warn that 
the Murabaha financing agreement can pose a real risk for an Islamic bank in the 
sense that it begins with a promise and may result in an effective sale between 
the intermediary seller and the end-user of the commodity. This is because 
Islamic banks are responsible for warranting the Sharia compliance of the 
instrument. From my perspective, Karim’s viewpoints about handling of legal 
risks can be possible through provision of warning. 
 The above paragraph is helpful in obtaining the information that the 
Muhabara is not only a complex process but also generates real risk for the 
banks. Thus, this paragraph helps in justifying that Muhabara is actually a riskful 
and complex process.  
 The below paragraph explores further risks involved in Muhabara process 
with the help of an example of Kuwait Finance House. In this example, it is 
revealed that not only KFH but also the borrower had to face the risk in the 
process of Muhabara. KFH had to face real ownership risk. The borrower had to 
face every type of risk faced by the agent in the agent principle agreement.  
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 However, Islamic banks do adhere to the spirit and letter of the Sharia 
rules with regard to Murabaha financing. This can be illustrated by considering 
the example of the Kuwait Finance House (KFH), which operates as an 
automobile dealership in the legal form of a wholly owned subsidiary, with the 
intention to adhere to the spirit and letter of Murabahacontracts. A Murabaha 
financing agreement was signed to provide a financial service for the purchase of 
a car. Along with its car dealership subsidiary, KFH intends to enter into tangible 
and real business deals, providing capital-intensive products to market 
participants in cases where financing through aMurabaha agreement would 
normally be required.872 Thus, unlike the traditional form of financing, KFH is 
exposed to real ownership risk by carrying the inventory of a fully scaled 
dealership in automobiles, which indicates a clear distinction between this and 
traditional interest-oriented loans. Moreover, the KFH model is considered 
equivalent to the concept of mutuality; therefore, technically, in the Murabaha 
contract, the borrower or buyer and the seller or lender agree mutually with the 
principle of proceeding with the transaction. A promise but not a contractual 
agreement is made between the parties in order to legally transfer the title of the 
asset being financed. The buyer typically acts as a wakil within a separate 
wakala agency contract, under which the buyer is held responsible for the 
negotiation and processing of the commodity under consideration. Therefore, it 
can be reasonably stated that the borrower or buyer acts as an agent for the 
lender, owing to the fact that the commodity under consideration in Murabaha 
financing is generally technical in nature, such as the construction of a factory or 
the purchase of industrial equipment. In such cases, the borrower is exposed to 
all the types of risk that would have been faced by an agent in an agent-principal 
agreement. 
 The above paragraph helps in defining the risk of ownership faced by the 
financial house and similar risk faced by the borrower as the agent with the help 
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of an example. Thus, this information helps in driving the research towards its 
aim and objective. 
 The below paragraph summarises all the risk associated with the 
Muhabara financing agreements.  
 If one considers collective exposure to the various risks discussed above, 
a bundled set of risks can be said to exist; indeed, there is a high probability of 
exposure to such bundled risks in the case of Murabaha financing agreements. 
This collective exposure can be illustrated by stating that in almost all cases of 
Murabaha financing, there are counterparty risks concerning the fact that the 
counterparty might fail to deliver the commodity in time. There also exists a 
liquidity risk in association with the probability of non-payment of the due amount 
by the client in time.873 In addition, there is an operational risk associated with the 
adequate functioning of Islamic banks. Hence, timely purchase of the commodity 
under the terms of the contract is ensured, along with adequate due diligence 
applied to the client. All these risks taken collectively can be seen as bundled 
risks, which will exert an influenceon the effectiveness of Islamic banks. 
 The above paragraph concludes the risks involved in Muhabara process 
of Islamic banks and leads to meet the aim of research of analysing the types of 
risk associated with Muhabara.  
Legal risks caused by divergence from Sharia law 
 This paragraph suggests how the banks and borrowers make an 
agreement in the process of Muhabara. It also explores that the banks need to 
make riba free Muhabara process for ensuring that the process of Muhabara is 
legally visible. It is seen that the banks need to face real ownership risks. 
However, this risk is eliminated from the modern banks of Islam.  
 A technical approach to the Murabaha model of financing indicates that it 
is the process whereby the borrower and lender mutually make an agreement to 
proceed with a transaction involving the sale of a commodity. The borrower 
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promises to pay the due amount, including the mark-up value. However, the 
contractual agreement between the parties does not involve the legal transfer of 
the title to the commodity. Thus, the borrower or buyer of the commodity fulfils 
the role of a wakil in a wakala agency contract that is signed separately between 
the two parties. Under this wakala agency contract, the borrower is held 
responsible for procuring and negotiating the commodity being considered under 
the Murabaha financing agreement. The borrower is found to be acting as the 
agent of the seller – Islamic banks in this case. This is an acceptable role for the 
borrower to play, because the asset whose purchase is being financed is 
technical in nature in the majority of cases. Some examples of the assets or 
commodities that are traded through Murabaha financing agreements are 
construction materials and industrial equipment. In such situations, the wakil or 
agent is eligible to earn a fee for the services rendered to the bank as the agent 
of the principal, which in this case is the Islamic bank itself. However, in case of a 
Murabaha financing agreement, this agency fee is calculated as part of the cost 
to the bank; therefore, it is included in the mark-up value that is charged by the 
bank. It can be included in the actual cost of the assets or the commodity 
financed through Murabaha, along with the final price of the commodity under 
consideration. The borrower purchases the commodity on behalf of the lender, as 
a result of which the lender holds the legal title to the asset title until it is 
transmitted to the borrower, which happens later, when the borrower purchases 
the asset from the lender at a mutually agreed mark-up price. To ensure that the 
complete process of Murabaha financing is legally viable, the bank is required to 
undertake riba-free Murabaha financing. Thus, there is a need to take into 
consideration the risk of ownership of the commodity in question. In the 
modernised form of Islamic banking, the title is transmitted to the bank for a 
certain fractional moment in time. Therefore, the real ownership risk is almost 
completely eliminated. 
 The above paragraph helps in analysing the process of agreement of 
banks and clients in Muharaba and evaluating the ownership risk faced by banks 
in this process. Thus, this information suggests the risk of ownership and the 
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method used by modern Islamic banks to overcome these risks which are helpful 
in the direction of meeting the research aim.  
   The following paragraph explores that the structure of Muhabara process 
is inappropriate due to the interest rate risk and inflation risk that affects the long-
term contracts. This limitation is justified by the help of an example of real estate 
transaction in the below information. It is also analysed that banks of Islam face 
issues in the management of risk involved in the Muhabara. The techniques of 
risk management are also suggested in the information given in the below 
paragraph. 
 Despite the considerable degree of flexibility inherent in a Murabaha 
financing agreement, it is considered an inappropriate structure for the financing 
of long-term assets because of the myriad variables affecting all long-term 
contracts, such as interest rate risk and the risk of inflation. All such risks are 
capable of changing the overall returns expected and the profitability of the 
contract because it is difficult to predict future interest and inflation rates. 
Consequently, Murabaha financing agreements are restricted to short-term 
financing only. This limitation can be further illustrated by looking at the example 
of a real estate transaction based on Murabaha financing. In such a transaction, 
the terms of the deferred payment would be set by the Islamic bank to 
incorporate some opportunity cost or time-value cost as a variable in the pricing 
mechanism. As an alternative to the conventional benchmarks of interest rates, 
Islamic banks have adopted the rental rate index. However, such indices would 
be applicable only if the lender holds a certain amount of equity stake in the 
asset or investment being financed by the Murabaha agreement. It has been 
regularly argued that Islamic banks in Saudi Arabia are relatively less flexible in 
their asset holdings than conventional banks, which can be instantly passed on 
to banks’ customers via interest rate changes. This is a major reason for the fact 
that Islamic financing in Saudi Arabia is typically undertaken in the form of 
Murabaha instruments, which are fixed-rate assets.874 It has been argued that 
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excessive dependence on deferred sale-financing instruments such as Murabaha 
implies that the majority of assets will be less sensitive to the market interest rate 
risk. This research study has involved a significant amount of discussion 
regarding the major risks faced by both Islamic banks and the associated parties 
with reference to the use of Murabaha contracts. The legal risks have been 
shown to be of greater significance than all other forms of risk, indicating the 
need to integrate such risks into the wider risk-management systems within 
Islamic banks. It was found that banks face issues in synchronising their general 
risk management and their legal risk management, leading to difficulties in 
categorising commercial risks and tailoring to particular risks, which in turn 
results in even more severe legal risks. More specifically, it is stated that in case 
of Murabaha contracts, banks face various risks including asset risks, legal risks, 
and fiduciary risks, of which legal risks are the most serious. Thus, the 
management of legal risk needs to be integrated with that of fiduciary risk and 
asset risk, in order to ensure a comprehensive approach towards risk 
management. 
  The above information suggests how the banks and other parties 
overcome the issues faced by them in the management of risks associated with 
the Muhabara. In this way, the above information is helpful in achieving one of 
the objectives of the research.   
 The below-given paragraph explores two major categories of Muhabara 
namely primary risk involving legislation risk and secondary risk related to 
demonstration of the non-compliance. Moreover, it is analysed that lack of 
standardisation of Muhabara leads to the exposure of documentation as well as 
disclosure risk for banks. Moreover, there is a lack of the system of litigation of 
the disputes which leads to increase the risks associated with the process of 
Muhabara.  
 Wilson categorises legal risks as either primary or secondary in nature. In 
this dichotomy, the “primary risk” is a legal term that defines a broad area of risk, 
or in other words, the contractual risk that would assist in focusing on the likely 
source of legal risk. It is also defined as the prescriptive layer. As concerns the 
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definition of secondary risks, Wilson states that these comprise actual examples 
for the purpose of demonstrating and explaining the application of the primary 
risks; thus, it is also known as a normative definition.875 In the case of Murabaha 
contracts, the primary legal risk to which Islamic banks are exposed is the 
legislative risk, where the practices of banks do not meet the regulatory 
requirements of Sharia law. The other primary legal risks are counterparty risk 
and other contractual and non-contractual risks. The secondary legal risks for 
banks include the demonstration of non-compliance with Sharia law while 
undertaking a Murabaha transaction, technical defaults in terms of a lack of 
appropriate documentation, and ambiguity in the authorisation on behalf of 
Islamic banks. The major legal risks faced by Islamic banks arise from the fact 
that there are significant distinctive features of the Murabaha contract that lead to 
risks associated with enforcement and documentation. Furthermore, there is a 
lack of standardisation in Murabaha contracts signed between banks and their 
customers, which exposes banks to the legal risk of documentation and 
disclosure, as stated in the regulations.876 In addition, it is stated that there is no 
system of litigation for the resolution of disputes concerning the enforcement of 
the contract by the counterparty. This increases the legal risks associated with 
Islamic contractual agreements. In his review, Köhn (2011) found that in order to 
ascertain the gains made by Islamic banks, a margin is set equivalent to that 
which would have been earned in the case of an interest-bearing asset. 
Moreover, Islamic banks take ownership or possession of the commodity against 
which the loan is being granted to the borrower, which is known as Murabaha. 
This possession can be either constructive or physical in nature.877In the case 
of constructive possession, the bank does not necessarily receive physical 
delivery of the item, but all the rights, liabilities, and risks attached to the 
commodity nevertheless remain with the bank. 
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 The above paragraph contains further information regarding the risks 
associated with the process of Muhabara. Thus, it helps in contributing to the aim 
of research of identifying some risks related to the process of Muhabara.  
All the parties associated with Murabaha financing are exposed to legal 
risks pertaining to the possibility of being found to breach the doctrine of undue 
influence and unjust enrichment. Similarly, if the Murabaha transactions involve 
the imposition of riba and if the balance of bargaining power rests with any of the 
parties, then the associated parties are exposed to legal risk. Furthermore, if 
there is economic disparity among the goods being traded or a significant 
disparity in the price of the commodity being traded, the parties to the Murabaha 
agreement are exposed to legal risk. It is considered judicially justified for the 
associated parties to make money from productive use of the commodities. 
However, it is considered illegal and exploitative on the part of the stronger party 
to impose excessive monetary charges on the weaker party, even if they trade in 
a commodity that is not considered tradable under Sharia law. An equal 
distribution of risk among all the parties involved in the Murabaha transaction is 
also held to be an indicator of legal acceptability; therefore the lawyers drafting a 
Murabaha contract are expected to take into account uniformity of risk in the 
terms and conditions of the contract. Furthermore, Murabaha financing exposes 
the parties to numerous legal issues that could be described as non-regulatory in 
nature, and these are typically addressed by the parties involved in the 
structuring of the Murabaha transaction or those involved in its documentation. 
 In the estimation of Salah, the situation in numerous non-Islamic countries 
such as the USA is that the legal risks associated with Murabaha financing are 
no different to those associated with conventional financial instruments.878 Salah 
goes on to state, however, that regulatory approval for Murabaha financing is a 
precondition for such products to be offered by banks, but in spite of such 
approval, the legal issues do not seem to have been resolved. In the USA and 
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similar countries, the viability of financing products is highly dependent on their 
tax treatment. This can be explained by looking at a state property tax, which 
could be applied to Murabaha financing as long as adequate tax is thought to be 
charged on home finance products, as per the Murabaha financing structure. In 
many cases, the states impose a property transfer tax as well, so that the 
imposition of tax applies to every transfer of real estate or recording of title 
deeds. Thus, in Murabaha financing, the initial purchase of the home by the bank 
is subject to the transfer of tax, and the payment of this tax is typically shifted to 
the customer. In other cases, taxes can be built into the resale price or 
transferred into lease rental payments. 
 The below paragraph contains the information regarding the issues related 
to double taxation. The parties involved in Muhabara expose to such legal risks 
of double taxation. On the other hand, it is analysed that the Islamic banks are 
exposed to ownership risks. The example related to this issue is provided in the 
information. It is analysed that Islamic banks are exposed to such risks which are 
not applicable for other banks providing financing services by conventional 
mortgage instruments.  
 The tax authorities of numerous countries have recognised the element of 
inequality inherent in imposing a double tax payment on Sharia-compliant 
structures. Such double taxation takes place when transitive instruments such as 
Murabaha are treated as equivalent to conventional financing instruments. In 
response, the legal bodies of such nations issue rulings against parties on a 
case-by-case basis with the aim of removing the burden of double taxation from 
the aggrieved party. Evidently, the parties to Murabaha financing are among 
those exposed to such legal risks. In addition, the structure of Murabaha 
financing carries within it an ownership risk for the concerned parties when this 
source of financing is used for the purchase of real property. Islamic banks take 
ownership of a property and become a node in the “chain of title” of the 
respective property, even if the ownership is held for only a short period. The 
legal authorities of numerous countries impose various liabilities and 
responsibilities on both the present and previous owners of real property. As a 
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result, any Islamic bank participating in Murabaha financing for real property is 
required to recognise such legal risks and take steps to mitigate them. This can 
be illustrated by the example of a property found to be in breach of environmental 
regulations; in this case, both the current and prior owners of the property are 
legally obliged to pay for the property to be cleaned. Because Islamic banks can 
own a property being traded, albeit momentarily, they are exposed to such risks, 
which are not applicable to banks that provide financing services through 
conventional mortgage instruments. 
 The above information is related to double taxation risk as well as 
ownership risks faced by clients and banks respectively who are involved in the 
process of Muhabara. Thus, the above information helps in analysing some 
particular risks which are faced by Islamic banks while entering into Muhabara. In 
this way, this information leads to meet the aim of the research.  
  The below paragraph suggests that commodity that is going to traded by 
Muhabara financing agreement is the key indicator of agreement's legal 
acceptability. With the example, it is made clear that while the Islamic bank 
provides financial support to the client for purchasing real estate companies' 
shares then entire transaction involve in Muhabara would be legal if the cash 
assets do not exceed the material value.  
 The commodity being traded through Murabaha financing is a major 
indicator of the legal acceptability of the agreement. For example, if an Islamic 
bank finances a client for the purpose of purchasing the shares of a real estate 
company or any other business with lawful operations, there can be no legal 
issues related to the bank’s purchasing of the shares on behalf of the client. 
Thereafter, the bank can sell the shares to the client through Murabaha financing 
and the entire transaction will be legal, as long as the cash assets of the 
company concerned do not exceed its material value and it is not involved in any 
unlawful activities. In a similar manner, if an Islamic bank sells equipment to a 
company through Murabaha and adds the cost of installation to the selling price, 
this is legally viable. 
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 The above information helps in analysing that there would be no legal 
issues while bank purchase shares on the behalf of clients. Thus, this information 
is essential in evaluating that in what cases the process of Muhabara is not lead 
to legal issues.  
 Andrews adds that Murabaha provides a well-known financing approach 
under Sharia and that it is considered lawful by consensus, whether conducted in 
terms of cash or credit.879He goes on to state that banks face high risks in 
Murabaha financing because it is thought to provide them with a source of high 
returns.880 
 The following paragraph explains that there is a major different between 
convention banks and Islamic banks. The conventional banks are not concerned 
about the failure of client in making due payment on time, however, the Islamic 
banks pose penalty for not meeting the deadlines of the payment. Thus, it poses 
risk for Islamic banks while competing with conventional banks.  
 By trading a commodity through Murabaha financing, the financier is held 
to have taken the risk of default on behalf of the client, along with the opportunity 
to use the money forgone.881 Such opportunities are considered to have arisen 
within the period in which the money remains blocked –i.e., within the duration of 
the financing arrangement.882 However, under Sharia, time is not recognised as a 
basis upon which the monetary value to be charged above the principle amount 
can be determined.883 Sharia law does not enable any further increase in a price 
already fixed by a contract.884Thus, under Sharia-based financing agreements 
such as Murabaha contracts, if the client fails to make a due payment in time, the 
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financier is not entitled to any financial compensation885 because Sharia does not 
recognise the concept of the time value of money.886 In this regard, it can be said 
that Islamic banks lag behind the conventional form of financing since in 
conventional banking; the value of time is adequately calculated, allowing 
conventional banks to impose an additional financial penalty on any client in 
response to a delay in payment of the due amount.887 This difference brings with 
it an additional sustainability risk for Islamic banks when they are in competition 
with conventional banks. The sustainability risk is particularly strong in countries 
such as Saudi Arabia, where both conventional banks and Islamic banks operate 
and compete for business. 
 The above paragraph explores the difference between convention and 
Islamic banks. The Islamic banks need to deal with a risk in the Muhabara 
process due to their recognition of concept of time value of money but on the 
other hand, conventional banks does not concerned about it. Thus, the 
identification of this risk also contributes in meeting the research aim.  
 The two major principles of justice applied to Islamic transactions are 
reciprocity and equivalence. The equivalence principle emphasises the perceived 
equivalence between the commodity received by a buyer and the price received 
by a seller, as is the case in voluntary exchanges between commodity on one 
side and money on the other. Reciprocity inheres in the seller’s advantage of a 
mark-up being matched by the buyer’s advantage of getting the time and 
opportunity to use the commodity ahead of paying the price.888Both these norms 
are violated by interest-based financial transactions, but not by their Islamic 
equivalents. There is a perception of equivalence between the commodity that is 
acquired by the client through Murabaha financing and the price that is received 
by the seller. This perception is very strong and applies more specifically in cases 
of the voluntary exchange of money and commodities on both sides. It is 
assumed that there is an essential reciprocity between the advantage of mark-up 
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received by the seller and the corresponding advantage enjoyed by the buyer. 
This advantage can be understood in terms of the opportunity the buyer has to 
make use of the commodity before making a full payment for it on a deferred 
payment basis. The perception in terms of equality is considered acceptable in 
place of the equality objective, when exchanging certain dissimilar things such as 
a commodity on one hand and money on the other. However, it cannot be 
considered acceptable or justified in the case of the exchange of similar things, 
such as money in exchange for money. Furthermore, there is a requirement for 
measurable equality, because there is no room for perceptions or estimations 
without any reasonable basis and where there exists no reciprocity. In addition, 
the advantages enjoyed by the lender are not known and defined within the 
financial agreement being signed between the parties, whereas the advantages 
accruing to the client are not known, nor are they well-defined. Thus, this could 
be said to be a non-equivalent act, where only the finance provider is required to 
ensure transparency.889 
 There are certain requirements for the client, when a source of short-term 
funds is sought to finance a purchase; it is considered to be released as soon as 
the recovery of the sale is executed.890In such circumstances, the investor – such 
as an Islamic bank – seeks comparatively low-risk opportunities that are liquid in 
nature.891 Some factoring firms bring together businesses with similar purposes 
to create a single business or a group of businesses in the form of a conventional 
captive finance subsidiary. For passive investors, including some client 
businesses, this characteristic is similar to that of a conventional financing 
subsidiary. Such businesses sign a Murabaha financing agreement that is 
managed by a mudarib, or professional firm whose members have collective and 
administrative skills and who are compensated with a certain percentage of 
profit-sharing.892 As the agent in respect toMurabaha contracts, the client 
identifies and screens out credit sale applicants. Mudaraba also enters into these 
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Murabaha contracts along with the applicantsin order to maintaina mark-up that 
is sufficient to provide a reasonable amount of profit for both the mudariband the 
investors. The distribution of profits is therefore determined after the deduction of 
all direct and indirect expenses incurred, along with any bad debt. 
 The following paragraphs discusses that ways in which Murabaha 
factoring can be used an effective means to overcome the legal risks associated 
with Murabaha. This has been explained iwth the help of the agreement between 
the Mikdashi Appliance Stores Group and the Gulf Short-Term Finance House 
(GSFH). 
 The process of the Murabaha factoring discussed above can be explained 
by looking at the agreement between the Mikdashi Appliance Stores Group and 
the Gulf Short-Term Finance House (GSFH). In this case, Mikdashi was 
responsible for assessing the creditworthiness of the customers. Thus, for each 
and every customer sale, the relevant appliance was sold to GSFH by Mikdashi 
with the application of extremely modest discount rates, whichwere designed to 
provide satisfactory returns to GSFH on its capital after deducting bad debts and 
other expenses.893 Moreover, Mikdashi provided a guarantee for any category of 
bad debt to which GSFH was exposed.894 By means of the Murabaha factoring 
agreement, the investor’s needs were thus completely satisfied.895 This meant, 
for instance, investing in commodities where immediate physical possession of 
the commodity could be avoided, thus eliminating the costs of ownership.896 The 
investors also intended to reverse their respective positions if they experienced a 
subsequent change in the outlook regarding commodity prices.897 
                                            
893
Abusharbeh, M.T. 2014. Credit Risks and Profitability of Islamic Banks: Evidence from 
Indonesia. World Review of Business Research 43, pp. 136-147. 
894
Choudhury, M.A.2013. Money in Islam: A Study in Islamic Political Economy. Routledge,p. 96 
895
Al Baraka. 2015. [Online]. Available at: 
http://www.albaraka.co.za/Islamic_Banking/Features_of_Marabaha_and_Leasing.aspx [Accessed 
on: 3 July 2015]. 
896
Kettell, B.2011. Case Studies in Islamic Banking and Finance. John Wiley & Sons. 
897
Andrew, M. 2010. Islamic Finance: Four Articles Introducing Islamic Banking And Finance 
Concepts. [Online]. Available at: 
http://www.riskrewardlimited.com/admin/pdf/Islamic%20Finance%20Articles%20by%20MCA.pdf 
[Accessed on: 3 July 2015].  
201 
 
 Any owner of a business venture dealing in the manufacturing of goods or 
the provision of services, such as a textile company, is exposed to the risk of 
adverse price fluctuation.898 The prevalence and level of this risk are such that it 
might depress the overall earnings of the venture and, as a result, reduce its 
value.899 Thus, in this case, investors would be interested in exploiting the 
opportunity to purchase the short-term transaction and thereby prevent the 
further occurrence of losses.900 
 In the above scenario, Islamic banks will engage in a synthetic or artificial 
Murabaha financing agreement, also called an order to purchase.901 However, 
this practice can result in devious artifices or hiyal, which means that it may be 
considered to amount to the attainment of substantive illegal gains. Moreover, in 
modern times, although the Murabaha financing agreement is religiously 
acceptable, there are movements away from investing in all kinds of Murabaha 
financing agreements. Thus, a huge amount of risk is associated with Murabaha 
financing for both Islamic banks and other parties.902 Numerous well-established 
Islamic banks such as AlRajhi Bank and AlBaraka Bank, along with some 
governmental authorities, have undertaken to phase out deals involving 
Murabaha finance.903 
 This case is helpful in understanding the suitable actions that can be taken 
to mitigate the legal risks associated with Murabaha and will thus help in 
addressing objectives 3 of the thesis. 
 The following paragraph highlight the ways in which Murabaha contracts 
can be undertaken more cautiously and effectively so that the legal risks 
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associated with them can be controlled. For this purpose the measures that can 
be taken by the bank are discussed.  
 Furthermore, the literature claims that Murabaha equity investment is 
merely a theoretical cornerstone for investment by Islamic banks.904 From this 
perspective, Islamic banks are seen as passive investors in the businesses of 
their customers, thereby deriving profit and returns from their business 
activities.905 In the practical sense, Murabaha-based financing has not been an 
extensive phenomenon, owing to certain issues such as illiquidity and moral 
hazards in case of adverse selection.906 Moreover, banks must adopt effective 
means of enforcing the required accounting standards, fiduciary standards, legal 
requirements, verification, disclosure requirements, and so forth, which are 
required before such investments can become a significant vehicle for 
investment by Islamic banks.907For these and other related reasons, Murabaha 
financing agreements have not been a preoccupation for Islamic banks in their 
search for innovation in banking practices.908 However, it is also true that modes 
of financing such as Murabaha and Mudaraba are frequently used in situations 
where banks are interested in executing the negotiability or securitisation of an 
investment.909 They are also used when a vehicle is required for attaining 
ownership from an investment.910 In the majority of cases, the risks to which 
Islamic banks are exposed by the use of Murabaha financing to make a passive 
investment in a client’s business are minimal or absent altogether. This 
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minimisation of risk is because of the participation of a mudarib or an entity with 
effective control, a role which is played by the Islamic banks in such cases.911 
 The option of “ownership in transit” enables the buyer of a commodity to 
obtain credit without imposing upon the seller the burden of a large amount of 
debt in the form of accounts receivable.912 Thus, it enables the seller to carry the 
inventory until and unless the commodity is in the possession of the buyer and 
the accounts receivable can be issued accordingly.913 Thus, this process involves 
a self-liquidating cycle which makes it appealing to investors who are 
preoccupied with the short-term delivery of cash.914Under this proposal, the 
manufacturer who is responsible for the shipment of the finished goods over a 
long transit time enters into a selling agreement with the Islamic bank at a 
discounted price.915 The bank then sells the goods to the final customer at a later 
date and at a price which compensates the bank for the fact that its money has 
been tied up, and other costs that are associated with the attainment of interim 
ownership.916 So far, this proposed financing contract is a commonly 
implemented Murabaha financing instrument in trading at the international level; 
indeed, it is considered one of the mainstays of Islamic banking.917 In order to 
ensure the effectiveness of the instrument and facilitate the optimal usage of 
Murabaha financing and its compliance with the provisions of Sharia law, Usmani 
has proposed a coordinated effort on the part of Islamic banks.918 Such an effort 
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would need to be made with the main aim of streamlining the arrangements and 
enhancing the volume of the instruments concerned. This approach would have 
considerable potential in terms of generating a comparatively large volume of 
business, thereby reducing the initial costs incurred by the bank for the 
documentation and administration of the instrument.919 
 This discussion serves to be highly effective in examining the role of banks 
in minimising the legal and other risks associated with the Murabaha contracts 
and the extent to which these methods can mitigate the legal risks of these 
transactions.  
 The following paragraph discusses the foreign exchange and legal risks 
associated with Murabaha that might arise if fiduciary standards, legal 
requirements, verification, and other disclosure requirements tend to be ignored. 
The risks have been explained with the help of an example the shipment of new 
cars from the Volvo factory in Sweden to their dealer in Gulf countries 
 On the other hand, if adequate consideration is not given to enforcing 
accounting standards, fiduciary standards, legal requirements, verification, and 
other disclosure requirements and if effective means for doing so are not 
adopted, the parties could be exposed to the legal risks.920 To explain this risk, let 
us consider as an example the shipment of new cars from the Volvo factory in 
Sweden to their dealer in Gulf countries.921 As per the agreement, the dealer is 
not obliged to pay the due amount until and unless the cars have landed in the 
Gulf and been delivered.922 As a result, Volvo is required to ensure a source of 
finance for the manufacturing and delivery of the cars, including the several 
weeks of transit from Stockholm to Manama or Jeddah, for example.923To do this, 
Volvo could approach any Islamic bank for financial assistance. In this instance, 
the Bahrain Islamic Bank was approached.924 The parties entered into a 
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Murabaha financing agreement, under which the Bahrain Islamic Bank 
purchased the cars from the manufacturer and arranged for them to be loaded 
and shipped from Stockholm.925The bank continued to own and possess the cars 
until the end of the transit period and incurred all of the shipping and other 
costs.926During this process, or the period of transit, the risk of ownership was 
borne solely by the bank.927The price at which the Bahrain Islamic Bank agreed 
to purchase the cars from the manufacturer was set so that the bank would earn 
a satisfactory amount of profit. In this case, the profit was calculated as net of all 
other expenses, including the tying-up of the capital invested, until and unless the 
dealer reimbursed the cost of the cars to the bank. Since this was held to be part 
of the ongoing arrangements at the international level, where a huge amount of 
financial assistance is provided, the Bahrain Islamic Bank could propose to Volvo 
a net price for the cars as per standard competitive financing arrangements 
rendered within the automobile industry.928 A Murabaha-based transaction such 
as this involves only a single contract, described as a Murabaha with an order to 
purchase, and is one of the most commonly used Islamic financial 
mechanisms.929Under such schemes, although the contract is executed in the 
most Islamic suitable manner, the financier – in this case, the Bahrain Islamic 
Bank – is held responsible for a reasonable amount of credit, fiduciary, and legal 
risk.930 Moreover, when engaged in such Murabaha financing transactions, 
Islamic banks are also exposed to a foreign exchange risk because the 
exchange risk which would otherwise be borne by the manufacturer is 
transmitted to the bank.931 
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 The Volvo example demonstrates the organised international effort that 
needs to be made by the Islamic finance industry in Saudi Arabia, as well as in 
other parts of the world.932The aim should be to retain international trade through 
Murabaha financing agreements as the key vehicle for financing through Islamic 
banks.933 Such efforts need to be made in order to ensure the satisfaction of both 
the religious theorists and the stakeholders.934 The basic logic behind such 
Murabaha-based proposals backed by complete compliance with Islamic rules 
and regulations is to ensure that the parties are exposed to the least possible 
legal risk.935However, the banks are required to make a choice between risk 
exposure and feasibility in terms of the economies of scale.936 
 This discussion is helpful in understanding a detailed understanding of the 
foreign exchange and legal risks associated with Murabaha transactions and the 
impact of these risks on the ultimate returns of the manufacturer.  
 These paragraphs highlight the shortcomings in the effectiveness of the 
Murabaha contacts which increases the threat of the legal risks in these 
contracts. It helps in understanding the ways in which some limitations of the 
Murabaha financing can cause major legal risks for the Islamic banks.  
 According to Usmani, it would be a mistake on the part of both Islamic 
banks and their customers to assume that Murabaha financing instruments are 
universal in nature and hence can be used to provide any type of financial 
support.937My view favours that of Usmani because certain limitations to 
Murabaha financing obstruct it from universal application. The nature of this 
financial contract is not supportive for all financial support that should be 
considered when engaged in this transaction. 
Some types of financial services that are rendered by conventional banks 
and other non-banking financial institutions cannot validly be provided by Islamic 
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banks through Murabaha financing.938In recent years, some financial institutions 
have used Murabaha agreements to provide finance for client companies to 
cover their overhead expenses such as staff salaries, property taxes, or 
electricity and telephone bills.939Such practices are legally completely 
unacceptable because Murabaha financing agreements can specifically be used 
only for the purchase of commodities by the banks’ customers.940If funds are 
required for other purposes, the need cannot be met by Murabaha financing 
agreements; instead, these requirements should be fulfilled through the use of 
instruments such as leasing and musharaka, because these are compliant with 
Sharia law for these purposes.941In cases where a Murabaha financing 
agreement has been made for non-compliant reasons, a legal risk will arise 
because the agreement will be considered legally enviable.942From the personal 
perspective, the applicability of the Murabaha must be considered by the parties 
before opting for this financial transaction for financial support, which leads to the 
prevention of legal risks. 
 In addition to the example above, there are certain circumstances where 
clients or customers obtain funds through Murabaha financing without any 
intention to employ these funds for the purchase of a commodity.943 Instead, such 
clients enter into the Murabaha agreement for an unspecified purpose and in 
order to satisfy the requirements of the process, they name a fictitious commodity 
in the documents. Once received, these funds are then used by the client for 
whatever investment they wish to make. Such an agreement is considered to be 
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for a fictitious trade, and a very great legal risk arises for any Islamic bank that 
finds itself involved in any such transaction. 
 This discussion serves to be highly significant to undertake a detailed 
examination of the problem experienced by the financial institutions and 
individuals because of the risks associated with Murabaha transactions. In this 
manner, this discussion will help in addressing the second objective of the thesis.  
 These paragraphs highlight the measures that can be taken by the Islamic 
banks while executing the Murabaha financing agreement. In this regard, the 
legal obligations of the Islamic banks in respect of Murabaha financing 
agreement are discussed. Islamic banks are extremely cautious regarding such 
deals. It is held to be their responsibility to ensure that the intention of the client is 
in line with the purchase of the commodity specified in the Murabaha financing 
agreement.944 Such an assurance can be obtained by the bank through the 
authorities that sanction the granting of this facility to the customer. After that, the 
bank must take all possible steps to receive confirmation that the transaction is 
completely genuine.945 One way of doing this, instead of providing funds directly 
to the customer for the purchase of the commodity, is for the bank to pay the 
purchase price directly to the supplier of the commodity concerned.946However, if 
it becomes necessary to make a payment to the customer because a direct 
payment to the supplier is not feasible, the client should be required to provide 
sufficient evidence to verify that the purchase has taken place.947 Such evidence 
could be the invoice or a similar document. The third alternative to this 
verification or confirmation process would be to arrange physical verification by 
producing for inspection the commodity that the customer claims to have 
purchased.948 
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 Indeed, it is a legal obligation for an Islamic bank to ensure that the 
Murabaha financing agreement it has signed is genuine and that the sale of the 
commodity has actually been undertaken using the funds transferred by the bank 
to the client.949The bank must also ensure that the funds provided are not being 
misused with the intention of camouflaging the granting of an interest-based 
loan.950 
 In certain cases, the sale of the commodity comes into effect before the 
actual acquisition of the commodity from the supplier. Such transactions may be 
subject to mistakes of this kind when all the relevant documents are signed at 
one time without considering the various stages involved in the completion of the 
Murabaha transaction.951 There are certain institutions whose practice is to draw 
up a single contract for each Murabaha agreement; this is signed when the 
money value is being disbursed or in certain circumstances when the monetary 
value is being disbursed.952 Such practices are completely against the traditional 
and basic principles of Murabaha financing agreements.953 
 As discussed earlier, the procedure for documenting aMurabaha financing 
agreement is a package of more than one contract, each of which is signed by 
the parties concerned as each of the different stages of the Murabaha process 
comes into play.954If the basic features or characteristics of Murabaha financing 
are not given adequate consideration, it may appear that the complete Murabaha 
transaction is similar to the conventional form of interest-based financing.955This 
is because a mere change in the nomenclature of the agreement does not make 
it lawful as per Sharia law.956Thus, there is a requirement to ensure that the 
parties fully abide by Sharia law to avoid exposing the Islamic banks involved to 
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legal risks.957 The representatives or members of the Sharia boards must ensure 
that the Islamic banks involved are abiding by Sharia law.958All Islamic banks are 
monitored by Sharia boards to make sure that in all stages of each transaction, 
Sharia regulations have been clearly followed, and that all transactions are 
brought into effect within the due time. 
 This discussion is highly effective providing a detailed account of the 
measures that can be taken by the Islamic banks to manage the legal risks 
associated with Murabaha financing agreement. The knowledge obtained with 
the help of this discussion served to be helpful in exploring the most suitable 
methods that can be useful in management the risks associated with these 
contracts and evaluate the extent to which these methods mitigate the risks of 
Murabaha financial transactions.  
 The discussion in the following paragraphs highlights the additional factors 
and features of the Murabaha contracts that create legal risks for the Islamic 
banks. In this respect, the issue of real comodities and the divergence from 
Sharia law have been discussed to examine the ways in which they create risks 
for the banks.  
 Commodity transactions at the international level are of major importance 
for liquidity management.959 Some Islamic banks consider such transactions to 
be asset-based and thus easily converted into Murabaha transactions.960 
Islamic banks enter into Murabaha agreements because operations concerned 
with commodities on the international market may be vaguely defined and 
inconsistent with the stipulations of Sharia law.961 In many cases, the 
transactions prove to be fictitious, so that no commodity is in reality delivered at 
all.962 The parties simply pay the net amount to the beneficiary; in a majority of 
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cases, the parties involved in the transaction end up paying different amounts to 
each other.963 In some cases, real commodities are also traded through 
Murabaha financing agreements, yet are considered to be subject to short sales 
or forward sales, which are prohibited under Sharia law.964Under these 
circumstances, Islamic banks are likely to be exposed to additional legal 
risks.965Moreover, even if transactions are conducted and restricted to spot 
sales, they are required to be conducted on the basis of the Islamic principles of 
Murabaha financing.966 
 It has been further observed that many financial institutions enter into 
Murabaha-based financial transactions in respect of a commodity that has 
already been purchased by the bank’s client from a third party. This is a practice 
that is not acknowledged to be Sharia-compliant because under Sharia law, once 
the client has purchased a commodity from the supplier, it cannot be purchased 
again by the same client from the same supplier. Furthermore, if an Islamic bank 
purchases a commodity from the client, rather than the supplier, and then sells it 
straight back to him, this is considered a use of the buy-back technique, a 
process which involves only two parties.967 Such transactions are also not 
allowed under Sharia law, more specifically in Murabaha financing, because as 
has been explained, at least three parties should be involved in a Murabaha-
based transaction.968 In fact, if a client approaches an Islamic bank to raise funds 
for the purchase of a commodity that has already been completed, he is 
considered to have the intention to offset his liability towards the supplier or to 
use the funds for the purpose of making some other investment.969 In both of 
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these cases, if an Islamic bank is found to be financing its clients through 
Murabaha financing, the parties are considered to be entering into an agreement 
that is not legally recognised under Islamic law.970 A Murabaha financing 
agreement can be implemented only for the purchase of commodities that have 
not yet been purchased by the client.971 It can be concluded that divergence 
from Sharia law induces various critical legal risks for the parties involved and 
therefore strict adherence with Sharia law is essential. The next section reveals 
the risk management strategies employed to confront the risks faced by Islamic 
banks. 
 The above discussion serves to be beneficial in examining the legal risks 
associated with the Islamic banks and will thus be helpful in exploring the legal 
risks related to Murabaha transactions and the problems encountered by the 
financial institutions and Islamic banks while dealing with these transactions. The 
overall discussion will be very useful in addressing the second and third 
objectives of the thesis.  
 
4.3 Risk management strategies adopted by Islamic banks 
 
 In order to ensure sound banking practices along with compliance with the 
rules and regulations imposed on them, Islamic banks are subject to robust and 
rigorous risk management.972 They are required to maintain transparency, 
governance, and complete disclosure.973 Furthermore, in order to ensure that 
there is a harmonised implementation of all laws, there are numerous regulations 
designed to build on and adapt the standards at the global level, with the 
incorporation of certain unique features of Sharia that are relevant to the risk 
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management of the banks.974 Islamic financial institutions are aware of global risk 
management systems because they possess model-based methodologies for 
dealing with credit, rate-of-return, operational, and market risks, which the Basel 
II regulations require them to adhere to.975 
The principle of risk-sharing 
 
 Another significant element of Islamic banking principles is the division of 
risk among investors and the depositors of funds.976 Islamic finance places 
strong emphasis on the principle of proportioning the risk between the providers 
of the funds and entrepreneurs, in the ratio of their contribution to the capital of 
the bank.977 The risk level in the Islamic financing industry is dynamic in nature 
because prices and the risks and rewards of any investment will continually vary, 
along with the growth of the Islamic bank.978This encourages the financial fund 
providers to contribute ideas for dealing with the associated risks.979 The same 
principle acts as the risk management strategy for Islamic banks.980 Therefore, all 
the risks to which Islamic banks are exposed through Murabaha financing affect 
not only the banks themselves but also the depositors and investors involved.981 
This risk-sharing feature assists Islamic banks in effectively managing their 
risks.982 In addition, this principle can be divided into two major components: the 
profit/loss principle and the profit-sharing principle.983 The profit-sharing 
component is particularly relevant to the distribution of the profits generated by 
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the financial transaction.984According to this rule, the profit must be equally 
distributed amongst the entrepreneurs and the owners.985 
 The Murabaha financing agreement is considered one of the most 
significant Islamic trading activities, along with investments in equities, namely 
Mudaraba and Musharaka.986The current banking law does not permit 
commercial banks to undertake these activities.987 Moreover, the non-
standardisation of the respective contracts makes the negotiation process more 
difficult, with an increase in the cost of operations.988 This is because financial 
institutions are not protected against any risks that they fail to anticipate or those 
where the remedies are not enforceable.989 There are no standardised contracts, 
which increase the complexity of the process in terms of monitoring and 
administration.990 Therefore, it is not possible for the Islamic courts to enforce a 
standardised form of Islamic contracts, which means that the use of Islamic 
contracts as part of the regular operations of a bank is associated with an 
increase in the severity of the legal risks that the bank faces.991 
Implications of the risk management guidelines used for Murabaha transactions 
to avoid legal risks 
 As per the guidelines, all Islamic financial institutions (IFIs) are required to 
institute and implement a sound system of risk management to mitigate the risks 
that are associated with the use of Murabaha financing agreements.992 A 
minimum requirement for these risk management policies is the adoption of five 
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steps.993 The first is the process of identifying, monitoring, measuring, controlling, 
and reporting all the risks associated with the Murabaha contract.994The second 
step is setting internal limits to the exposure to risk, according to the capacity and 
appetite of the IFI. The third step involves addressing all the types of funding 
sources that are used to finance the Murabaha transaction.995 The fourth 
requirement is that the IFI should implement adequate risk mitigation measures 
for the minimisation of the risks that arise from its Murabaha transactions.996 The 
fifth step is to identify the nature and frequency of these risks and report this 
information to the Sharia committee, the senior management, and the board.997 
In my opinion, strict adherence to all the requirements of risk management helps 
to prevent subsequent losses due to the legal risks encountered by the parties 
involved in the Murabaha transaction. 
The application of Basel II to the Islamic financial industry has led to 
improvements to the risk management practices adopted by the industry.998 
There are three pillars of risk management specified in the Basel II accords.999 
The first is concerned with the calculation of the capital adequacy ratio or 
minimum capital charges, through the application of a number of optional 
methodologies.1000 Capital adequacy rule is the miniumum capital reserve to be 
kept by banking institutions as the reserve bank guidlines. This is important to 
maintain adequate liquidity and solveny of banking institution. The potential 
market risks can be mitigated through maintaining “components of adequate 
capital  retention”. These include core capital (tier 1) that constitutes of paid 
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capital plus legal reserve plus retained earnings along with general and other 
reserve. From this core capital, following components are delated including 
goodwill, treasury shares and net losses. Core capital (tier 2) comprises fair 
value adjustments, subordinated debt, and assets revaluation reserve. Core 
capital (tier 3) comprises subordinated loans of short term. Qatar banking 
institutions needs to follow endorsed approach for capital adequacy computation 
that  plays important role in dealing with different risks, such as credit risk and 
market risk and operational risk.1001 Maintaining capital adequacy as per the IFSB 
prudential standards is good for banking firms because it assists in sustaining 
short- and long-term solvency. It is minimum capital charges and essential to be 
maintained. An adequate/reasonable capital ratio keeps an adequate flow of 
capital to the banks that ensure sustainable growth and position. These are apply 
to the Murabaha financing in regularising transaction between client and bank on 
behalf of buyer in accordance with the minimum capital reserve, to secure from 
market, credit and operational risks. 
There are three main approaches to the calculation of the minimum capital 
charge: secularisation frameworks, the standardised approach, and the internal 
rating base approach.1002 The second pillar is a supervisory review, which is 
considered an integral part of the Basel accords.1003It requires capital adequacy, 
along with the development of adequate techniques for managing risks.1004 
Islamic banks are highly exposed to credit concentration risks because of norms 
based on social equality and the Basel II recommendations are particularly 
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suitable for the management of such risks.1005 Knowledge of Basel II and capital 
adequacy is useful to maintain an efficient flow of capital to prevent the risks that 
result from insufficient capital. 
 The third major pillar of Basel applicable to IFIs is market disclosure, 
which is closely associated with the operations of IFIs. The disclosures required 
are of the profits made and losses borne by IFIs in the financial year, their core 
business activities, and the application and allocation of funds. Therefore, as the 
operations and practices of risk management within Islamic banking have 
evolved, it has become mandatory to enhance the disclosure practices of the 
whole industry.1006 
 Along with Basel II, the guidelines most directly applicable to the risk 
management framework of Islamic banks are those issued by the IFSB, which is 
a significant body for the development of adequate standards of risk 
management within the Islamic finance industry.1007 Under the credit risk 
principle, the IFSB standard recognises the exposures of credit risk at various 
stages of the Murabaha financial contract and its major focus is on both types of 
credit risk.1008 To avoid the occurrence of risk, the IFSB has identified methods 
and suggested their use.1009From my personal perspective, knowledge of the 
financial standards of the International Financial Board is useful to take viable 
financial decisions that keep of legal risks. 
A Murabaha financial agreement is intended to facilitate the sale and 
purchase of a commodity and is based on an agreed profit. Moreover, as 
discussed earlier, payment is deferred and is inclusive of the principle amount 
plus a mark-up value.1010 Thus, participating Islamic banks are highly exposed to 
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credit risks and are obliged to adopt credit risk assessment models to mitigate 
such risks.1011The three models in question are expert systems or qualitative 
methods, hybrid methods, and quantitative methods.1012 Banks that use expert 
systems assess the creditworthiness of borrowers seeking to enter into a 
Murabaha contract on the basis of qualitative methods.1013 All such methods 
are based on the expert judgement of those who are involved in the credit 
appraisal process.1014 Result-based expert systems combine analysis of the 
creditworthiness of the obligator with the observations and practical experience 
of the expert responsible for the application of the analysis.1015 The basic 
objective is to design and then merge the rules of the experts with experience 
drawn from the behaviour of the clients.1016In addition, the rules require banks to 
consider information concerning the type of contract, the prevailing market 
conditions, and other factors that might influence the behaviour of the client.1017 
Therefore, when a bank considers entering into a Murabaha financing 
agreement, its experts face challenges pertaining to the identification of the 
criteria by which they can make an evaluation of the degree to which the buyer 
will be able to comply with the obligations placed on him by the agreement.1018 
 If the characteristics of the Murabaha financing agreement make it 
appropriate to use a statistical model, there is a need to assess whether the 
agreement carries any credit risk or legal risk.1019There are two major types of 
data that can be considered by Islamic banks for the modelling of the types of 
risk to which they are exposed: the present and past behaviour of the client or 
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counterparty, and data concerning the losses faced by the parties due to the 
associated risks.1020 However, in the specific case of the Murabahafinancing 
agreement, there are certain issues concerned with the application of this model, 
which are related to the adherence to legal guidelines that apply to the collection 
of the requisite information about the borrower, to ensure due diligence.1021In 
addition, there are problems regarding data unification and data clearance that 
create issues for Islamic banks.1022 
 Any Islamic bank that makes exclusive use of only one of the empirical 
models of risk assessment, whether qualitative or quantitative,1023in its risk 
management strategies in Murabaha financing agreements may find that it 
achieves poor results due to forecasting errors.1024 Both of the models have been 
found to be useful and both can be employed in advance in order to ensure a 
logical system that makes use of qualitative empirical data and through which the 
linguistic rules can be expressed.1025 The results can then be derived usinga 
quantitative analysis.1026 
 There are other additional risks associated with the guarantees that 
accompany Murabaha financing agreements.1027Islamic banks mitigate their risk 
exposure through the application of such guarantees and the collateral that is 
granted by the counterparties.1028 Therefore, risk mitigation is expressed in the 
form of a reduction in the exposure at default (EAD) and loss given default (LGD) 
through the adoption of these guarantees.1029The reduction in EAD and LGD is 
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expressed in the form of risk weights.1030 There are also certain rules that are 
specific in nature, where guarantees are applied, and for which the use of 
specific collateral is or is not eligible.1031 After that, the monetary value of the 
collateral is allocated towards the reduction in the risks related to different 
clients.1032 Therefore, both the credit and legal risk could be reduced through an 
enhancement of the check-list of references as per past performance, the 
maintenance of a comprehensive database, and the characteristics of the 
clients.1033 
 Among the other risk-mitigating measures that could be adopted by 
Islamic banks are those that are legal in nature.1034 There are two major 
techniques – point-in-time rating and qualitative-quantitative rating.1035 Point-in-
time ratings are adopted in preference to through-the-cycle ratings. However, 
there are many financial institutions that hire credit analysts who will prepare and 
use their own credit rating systems.1036In order to validate a credit rating system, 
there is a consequent need to validate the predefined internal systems to ensure 
the appropriate modification of parameters in line with the requirements of the 
contract and with market conditions. These criteria must be examined carefully to 
minimise any qualitative elements and thereby move towards the adoption of 
quantitative criteria.1037 Data integrity also plays a significant role in ensuring that 
the system generates high-quality results; therefore, Islamic banks are required 
to adhere to certain criteria as to the definition, usage, and collection of 
data.1038The first step is for banks to follow the history of the guarantor and the 
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obligators, taking into account the period over which the data that has been used 
for the calculation of their ratings has been gathered.1039Islamic banks must 
ensure that they keep up-to-date data management technology in place for 
deriving these ratings.1040 It is also essential for banks to adhere to the 
circumstances and dates of their defaults; thereafter, the focus is laid on the PDs, 
in association with the rating grades.1041The next section will present the legal 
risk management that is to be assured by banking firms, as per Islamic law. 
 
Legal risk management by Islamic banks 
 
 In certain countries such as Saudi Arabia, the banking sector comprises 
both Islamic and conventional banks.1042 This imposes an additional pressure 
upon the legal and regulatory bodies in these countries to apply common 
regulations to both types of bank, despite the significant differences between the 
two in terms of their operative functioning.1043For this reason, a common legal 
framework is developed.1044 There are no separate regulatory laws governing the 
operations of Islamic banks that can support and govern the overall functioning of 
the sector.1045The literature further indicates that there is a mixed approach in 
which a similar regulatory framework is implemented for the areas that have 
direct applicability to conventional banks and Islamic banks.1046 However, 
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separate regulations and guidelines are issued to cover specified areas of the 
Islamic banking sector.1047 
 The jurisdiction of Saudi Arabia that is applicable to the banks is inclusive 
of the Basel capital framework and is applicable to both conventional and Islamic 
banks.1048 Furthermore, the regulatory capital adequacy requirements include 
prescriptions that are generally based on the prudential standards issued by the 
IFSB.1049 In addition, the IFSB follows certain principles for the provision of 
guidance in terms of the adjustment required in the Basel capital framework in 
order to preserve certain salient features of Islamic banks, which adhere strictly 
to this guidance. However, according to Kammer et al., it is difficult to maintain 
unification in the capital ratios of Islamic banks owing to the fact that they are 
spread across different nations.1050 This difficulty can be explained by 
considering the differences in the jurisdictions of certain nations; for example, the 
alpha factor represents the ratio of total risk to which Islamic banks are exposed 
and which is directly transmitted to their shareholders, as proposed by the 
IFSB.1051 It also covers the difference between the banks in terms of the risk 
exposure and risk-sharing product.1052 A further significant legal restriction relates 
to the fact that an Islamic bank is not permitted to issue or publish a financial 
statement unless and until the Sharia board approves its Sharia compliance and 
signs off the statement.1053 
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 In addition, one of the most important objectives of legal advisories is to 
ensure that the agency responsible for supervision has full operational 
independence and is supported by adequate and appropriate resources.1054 It is 
also essential for both Islamic banks and the IFSB to maintain robust 
accountability practices and a well-designed governance structure.1055It has been 
stated that the Islamic banks are not capable of overseeing activities such as 
mutual funds and banking1056 because these activities require a cross-sectional 
approach that covers the securities market, insurance, and banking 
activities.1057These complexities not only underscore the significance of the 
authorities operating at the national level but also account for a major source of 
legal risk for Islamic banks.1058 
 More specifically, in the case of Murabaha financing, it is essential for the 
core principles of Islamic financial regulation that are applicable to the banking 
sector to be adequately adhered to by Islamic banks.1059 Along with these core 
principles, there are other noteworthy principles that are propounded by the 
Basel Committee on Banking Supervision1060that are gradually being 
implemented by the IFSB and which Islamic banks have a duty to adhere to.1061 
Furthermore, the most important legal risk to which Islamic banks are exposed 
arises from the fact that the IFSB is taking strong steps to develop structural and 
prudential indicators of Islamic bank financing that are in line with International 
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Monetary Fund (IMF) indicators. More specifically, Islamic banks are 
comparatively more exposed to such legal risks in the context of traditional 
practices such as Murabaha financing.1062 
 In countries such as Saudi Arabia, Islamic banks do not differ from 
conventional banks in terms of the corrective enforcement actions they take to 
counter such legal risks or their dispute resolution processes. Islamic banks are 
well-known for the adequate regulatory treatment that is applied to their profit-
sharing investment accounts (PSIAs) and their exposure to the risks pertaining to 
their Murabaha financing agreements.1063 The supervisory and regulatory 
guidelines to which Islamic banks adhere are intended to ensure that in future, 
banks do not treat PSIAs as pure deposit accounts and that they adhere to IFSB 
guidance for setting the alpha factor in order to avoid undermining the loss-
absorbency feature.1064 
 The standing facilities are established by central banks and collateralised 
or revised Murabaha contracts are used to facilitate liquidity management.1065 
Additionally, Islamic inter-bank instruments, collateralised and uncollateralised, 
have been developed and adopted in the form of Murabaha contracts, most often 
collateralised with commodities.1066 However, the key priority for the imposition of 
instruments such as Murabaha contracts is to strengthen the supply of Sharia-
compliant liquidity instruments, along with the sovereign sukuk.1067 In addition, 
the basic intention is to develop the infrastructure necessary for deeply rooting 
the monetary inter-bank markets of IFIs.1068 
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 Salem asserts that a major risk associated with Murabaha financing 
pertains to the failure by a client of an Islamic bank to repay in full or in part the 
financial assistance that the bank has provided.1069 Islamic banks avoid such 
risks through the imposition of security, promissory notes, third-party guarantees, 
and the contractual terms that provide all relevant details of the Murabaha goods 
that were sold to the third party, on either cash or a credit basis.1070 All such 
measures are taken by Islamic banks to ensure that clients deposit all these 
instruments with the bank until the due amount has been fully repaid. 
  If the due amount is not paid in time because of factors beyond the 
control of the client, Islamic banks are morally obliged to reschedule the debt.1071 
On the other hand, if the client is found to have been capable of ensuring full 
repayment of the due amount, yet it has not been paid on time, then a fine or 
other penalty can be imposed.1072 The size of any such fine is generally 
dependent on the normal rate of return applicable to the total funds invested by 
the bank, which could otherwise be called the opportunity cost of capital.1073 In 
certain cases, the recovery of the advance payment is not possible, so in these 
circumstances, the amount is recovered through security.1074 Thus, these are 
certain mitigating measures undertaken by the Islamic banks in response to the 
financial and legal risks to which they are exposed when entering into Murabaha 
financial agreements.1075 
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The thesis is about exploring legal risks of one of the selected Islamic 
financial transaction namely Murabaha to prevent effect of Murabaha transaction 
risks to the clients and banking institution as whole.  
In my work, exploration of the legal risks of Murabaha from the legal 
contracts is the originality of this research project. The consideration to the legal 
contracts of Murabaha has led to reflect risks in this Islamic financial transaction 
from the personal experiences of the parties involved that is the novelty.   
This thesis adds new knowledge in terms of stating risks in Murabaha 
transaction with personal evidence that would provide base to compare with 
other Islamic financial transactions. The below discussion is showing the 
personal evidences which can be viewed for having in depth aspect of risks 
involved in Islaimc financial transactions and how an investor can avoid such 
critical risks in the most effective manner.  
 The findings discussed above have been supported by reference to the 
literature, in which the consensus is that the numerous risks borne by Islamic 
banks are high in degree, indicating the comparative difficulty of risk 
management.1076 There is an essential requirement for adequate identification of 
the major risks to which the banks are exposed due to the complexities of 
Murabaha financing.1077This is to enable the smooth functioning of transactions 
and to ensure that they are performed with accuracy. The legal risks associated 
with Murabaha financing are very different in nature compared to other types 
such as credit, operational, liquidity, and commodity risks. Thus, a more 
specialised and effective approach is required in order to deal with legal risks. 
 Evidence uncovered during the literature review and analysis of the 
documentary data of Abdul-Rahman (2010) and About Saudi Arabia (2015) 
indicates that the functioning of Islamic finance enables financial institutions and 
banks to hold and maintain an appropriate capital balance in order to meet 
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obligations in time.1078 Through such an initiative, banks and other financial 
institutions are able to mitigate the risk of insolvency because the holding of 
negative net worth, which might lead to bankruptcy and insolvency for the 
institution, would be predictable and avoidable.1079 In this regard, Islamic banks 
constantly search for different methods which they can adopt to absorb any 
losses that are incurred through the holding of inadequate capital.1080 The most 
common methods adopted by Islamic banks in this regard are the basic indicator 
approach, the standardised approach, and the advanced measurement 
approach.1081 
 There is also a requirement to develop and maintain a system of risk-
related reports through which information can be communicated regarding the 
different activities in which banks engage and which may result in the occurrence 
of risk.1082Each bank should prepare a separate and individual report that 
provides a detailed and in-depth analysis of each type of risk.1083 The use of such 
a reporting format helps banks to avoid the risks that might otherwise arise from 
any lack of clarity in the information carried in their documentation. The 
disclosure of an adequate amount of information regarding the risks also enables 
companies to maintain transparency with stakeholders. Additionally, the 
insolvency system and credit rights are significant in ensuring the stability of 
commercial relationships and financial systems. There are other tools that 
debtors and creditors can use and regimes that help to build the confidence of 
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the public in the corporate and financial sectors.1084 Such regimes assist in 
identifying, controlling, and managing a different set of risks, inclusive of default 
risk, corporate failure, and price risk.1085In addition, the establishment and 
identification of credit rating systems and risk management reports will assist in 
managing these risks.1086A well-functioning credit rating system allows an 
evaluation to be made of the creditworthiness of the parties associated with 
transactions such as Murabaha financing.1087 Credit ratings are assigned to all 
borrowers according to the associated parameters, attributing a level of ability or 
capacity to pay back the due amount to the lender.1088 Thus, the credit rating is 
calculated by considering the financial transactions previously performed by the 
borrower and the manner in which the due amount was paid back.1089 
 Default risk is also mitigated through the issuing of warranties and 
guarantees by clients, whether individual or corporate.1090 Such warranties or 
guarantees are given against a default on the part of the client to pay the due 
amount or against his refusal to accept the commodity under consideration.1091 
 Alternatively, there are numerous hedging instruments adopted by Islamic 
banks that are consistent with adherence to Sharia law. Such instruments assist 
in preventing the credit, operational, and technological risks faced by Islamic 
banks when executing Murabaha financing agreements. My views in this context 
are in favour of adopting hedging instruments that abide by Sharia law. This is 
because the use of hedging instruments is efficient enough to hedge probable 
risks and successive losses in the future. Such technological risks fall within the 
category of asset risks that are borne by the bank until the asset in question is 
transmitted to the client. During the process of transmission, for example, the 
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technology of the asset may become obsolete due to the emergence of a new 
and better technology, which may well result in a decision on the part of the client 
not to complete the transaction.1092 To prevent such risks, it is essential that 
Islamic banks acquire adequate knowledge of the asset being transacted under 
the Murabaha agreement.1093 The banks thus need to build up and maintain a 
knowledge base concerning the technology underlying the assets in which their 
clients deal and any other substitutable advanced technology which is or may 
soon be available in the market.1094 Appropriate and timely use of such a 
knowledge base will allow an Islamic bank to reduce significantly the technology 
risk to which it is exposed.1095Moreover, communicating such knowledge to the 
client may be seen as rendering an additional service, thus contributing positively 
to the bank’s customer relationship management.1096 
 In addition, any mismanagement of the asset and liabilities could lead to 
the occurrence of liquidity risk. Therefore, it is essential to ensure that there is an 
adequate framework for liquidity management.1097 There are numerous 
parameters that need to be considered for the mitigation of liquidity risk, such as 
keeping adequate records of the maturity periods of assets, along with their 
conversion periods.1098 It is then necessary to see that the conversion periods 
match well with the maturity periods in order to ensure that the assets are 
sufficient at all times to meet the corresponding liabilities.1099 Islamic banks are 
required to implement the derivatives for the management of the risk in an 
efficient manner. They can also use credit default swaps for this purpose 
because they are influenced by the credit rating of the clients or the borrowers. If 
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the credit rating of any of the parties concerned is found to be low, then it will not 
be possible to make use of credit default swaps in this way.1100 
 In response to the legal and other major risks to which they are exposed 
when engaged in Murabaha financing, Islamic banks adopt risk management 
policies which involve the identification, measurement, strategic addressing, and 
monitoring of these risks.1101 The sound strategic approaches taken by banks 
include the creation of a risk management environment, the clear identification of 
risk strategies, and the setting of firm objectives by each institution.1102 Such 
steps are taken through the establishment of systems that are able to identify, 
monitor, measure, and control the risks.1103 Furthermore, in order to ensure the 
effectiveness of risk management strategies and processes, Islamic banks are 
required to establish effective internal control systems to ensure that all 
appropriate measures are taken and none of the legal requirements are 
overlooked.1104Another aspect of risk management to be undertaken by Islamic 
banks is the preparation of periodic risk reports, each covering a particular 
aspect or type of risk such as legal, credit, operational, and market risks.1105 
Islamic banks should also ensure adequate compliance with their legal 
obligations by each establishing a special unit to enhance their comparability and 
transparency by making appropriate disclosure of the quality of capital, risk 
exposures, accounting standards, and capital adequacy.1106 
 In addition to the measures taken by Islamic banks themselves, it is 
essential to have national institutions and facilities whose role is to support the 
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banks. These include facilities provided by a lender of last resort, mechanisms of 
legal reform, a liquidity management system, and a deposit protection system.1107 
 Another aspect of the risk management of Islamic banks concerns the 
legal obligations under which they operate regarding real property transacted 
through Murabaha financing.1108 When real property is being traded, ownership 
of that property, even for a brief duration, may lead an Islamic bank to become 
involved in legal proceedings; therefore, Islamic banks ensure in-depth due 
diligence regarding such property through both physical verification and 
documentary assessment.1109 In addition, Islamic banks seek indemnities from 
customers, but such indemnities are insufficient for the level of legal exposure 
faced by the banks.1110 A number of Islamic banks in certain countries operate a 
separate subsidiary for every single financial transaction.1111 However, such risk 
mitigation measures are very costly for the banks that use them. Indeed, such 
risk management strategies put the lender at a competitive disadvantage 
compared to those offering conventional mortgage-financing products.1112 
 Schinas, Grau, and Johns list the three major risks that Islamic banks 
face1113 in terms of their risk management tools. The first is refusal on the part of 
the customer to purchase the commodity from the bank,1114the second is late 
payment of the due amount, and the last is the risk of default.1115The risk of 
refusal on the part of the client to purchase the asset that has already been 
purchased by the bank can be managed through a promise made by the client at 
the beginning of the process to purchase the asset and make payments in 
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instalments of the amount due to the lender. Such a promise also assists the 
lender in covering the risk undertaken while taking the title to the commodity 
covered by the Murabaha financing agreement. Since penalties for late payment 
are prohibited in Islamic finance, the only undertaking that the client can be 
required to make is to deposit a significant amount of money that will be paid to a 
charity in case of late payment.1116 Such a mechanism can act as a deterrent to a 
breach of contract.1117 
Lastly, Schinas et al. propose that insurance cover be used to mitigate the 
risk of default on the part of the client.1118They argue that the risk could be to a 
great extent negated through the realisation of collateral or securities taken from 
the borrower with the intention of covering any such losses.1119 Thus, so-called 
takaful insurance schemes can be operated in the context of the ownership risk 
associated with Murabaha contracts.1120 Such insurance policies could be taken 
out to cover both the counterparty default risk and the asset risk that arises from 
the fact that until the asset is purchased by the client, it is considered the 
responsibility of the Islamic bank.1121 
 Of all the major risks to which Islamic banks are exposed such as mark-
up, operational, legal, liquidity, and commodity risks, legal risks are unique in 
nature.1122 Such risks could be minimised by Islamic banks if they deliberately 
monitored all the legal aspects of the contractual agreements concerned before 
proceeding with the process of Murabaha financing.1123 There is also a 
transaction risk for Islamic banks, which can be treated as a component of the 
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legal risk.1124Transaction risks arise from the potential for a party to fail to abide 
by the accounting standards that are enforced by the regulatory authorities. 
Thus, to mitigate the transactional risk, it is essential for the Islamic bank to 
understand the transactional record-keeping requirements and to ensure 
adequate transparency. 
 The major risk to which Islamic banks are exposed in relation to Murabaha 
financing is that of a default in payment on the part of the client, according to 
Hunt-Ahmed, who makes a number of suggestions of ways to mitigate this 
risk.1125 The borrower can be asked to donate a specified amount to a fund 
thatcan then be used by the bank for a charitable purpose on behalf of the 
borrower, in case of default.1126 Thus, the bank will have effectively extracted a 
penalty from the client for being in default of payment of the due amount but 
crucially, this will not count as income for the bank.1127 Hence, the bank’s 
operation of the Murabaha transaction will remain compliant with Sharia law.1128 
However, such penalties do not amount to the payment of monetary 
compensation on the part of the client and will not resolve the cash flow issues 
faced by the bank as a result of the failure of the client to pay the due amount.1129 
Nevertheless, it may act as a mechanism by which delinquency and delay on the 
part of the client will be avoided. It is arguable that requiring payment of any such 
compensation for delinquency or delay is contrary to Sharia principles.1130 
Instead, Islamic banks can stipulate that late payment will automatically trigger a 
change in the instalment schedule whereby, if the client fails to pay even a single 
instalment on time, the remaining instalments will immediately become due and 
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the element of deferred payment will be eliminated.1131 This adverse rescheduling 
would impose undesirable hardships on the client, who would therefore be likely 
not to default in the payment of the original instalments in order to avoid this 
outcome. Such rescheduling of instalments would appear to be feasible because 
it is done in the conventional banking system, where rescheduling is generally 
accompanied by an increase in interest charges.1132 However, in Murabaha 
financing, such rescheduling is not allowed; thus, no additional payment may be 
charged to the client for the same.1133 
 In order to avoid the legal risks associated with the execution of Murabaha 
financing contracts, it is considered to be optimum on the part of the Islamic bank 
to purchase the commodity on behalf of the client and ensure that it takes 
possession of said commodity.1134 The bank can also take possession of the 
commodity after its purchase by a third person who has been appointed as an 
agent of the bank, before ownership of the commodity is finally transmitted to the 
customer.1135 In this version of the Murabaha financing transaction, the client first 
purchases the commodity on behalf of an Islamic bank and takes possession of 
it;1136the client then purchases the commodity from the bank on a deferred 
payment basis. The initial possession of the commodity by the client is in his 
capacity as an agent of the bank. He acts as a trustee,1137since ownership of the 
commodity does not yet rest with the financier – the Islamic bank in this case – 
but the risk associated with the commodity does, and the financier could be 
logically implicated as a consequence of ownership with possession.1138 
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However, when the client later purchases the commodity from the financieras 
part of the transaction, the risk associated with the commodity is transmitted to 
the client along with its ownership. 
 Islamic banks must also avoid the practice of buy-back in order to mitigate 
the legal risk associated with Murabaha financing contracts.1139 Thus, Islamic 
banks purchase commodities from a third party instead of buying it from the client 
himself, to resell it to the client on a deferred payment basis.1140 Therefore, a 
Murabaha financing agreement in which abuy-back agreement is signed between 
the parties is, in effect, no different to the interest-based loans provided by 
conventional banks, and the legal risks to which the parties are exposed under 
such circumstances are comparatively very high.1141 
 The risks associated with Murabaha financing can nevertheless be 
reduced to zero by Islamic banks if they employ certain strategies in their 
practice.1142 However, some practitioners describe the strategies used for 
Murabaha financing as synthetic;1143in other words, such strategies are artificial 
in nature.1144 In reality, Islamic banks and their customers agree that a second 
sale will occur at the same instant as title to the commodity passes to the bank 
under the first sale.1145 Therefore, the risk for the bank of damage to the 
commodity, or indeed its loss, is infinitesimal.1146 
 Customers are encouraged to waive all claims on the bank in a similar 
manner to the seller, including claims for any defect found in the commodity 
purchased or any warranty violation.1147In a majority of occasions, the bank will 
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appoint the client as its agent in obtaining or purchasing the goods, thereby 
reducing the probability of error in the goods or commodity to be purchased. 
Thus, the burden or cost associated with the delivery of the goods is eliminated. 
Sometimes, financing agreements under the Murabaha contract are made 
without any specification of the date of delivery of the goods and the customer is 
left to determine the required date independently. There is also a provision in 
Murabaha financing where the customer is allowed to enter into a contract with 
the seller for the purchase of the commodity, even before the Murabaha financing 
agreement is signed.1148 When this approach is taken in practical banking 
transactions, the connection between the Islamic bank and the asset is negligible 
and the associated risk becomes merely theoretical.1149 
 Islamic banks can ensure effective risk mitigation through adoption of the 
above-mentioned approaches, effectively eliminating the risk of ownership.1150 
However, banks are still exposed to the risk that a client will break the promise he 
has made, because it is not binding.1151A solution to this risk has been proposed 
and the OIC Academy has approved it. The suggestion is that the client 
construes the undertaking signed for the purchase of the commodity as a 
contract or promise.1152From my personal perspective, a contract or promise 
signed by the client can be used as proof to avert potential broken promises in 
the future. It is a good way to keep proof related to the purchase of a commodity 
on behalf of the bank. 
In its original form, the classical law does not recognise or enforce the 
client’s promise. However, in an opinion rendered by numerous adherents of the 
Maliki school of Sunni Islam, such promises should be treated as gratuitous 
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acts.1153In this interpretation, the service rendered by an Islamic bank should be 
considered a loan or a gift with a huge monetary value.1154 Thus, the client should 
be legally bound by a promise given for certain cause or motive (sabab), which 
means that the promise can rely upon the undertaking.1155 
 This can be illustrated by considering the example of a person who 
promises another person that if the latter becomes involved in the act of 
demolition of his house, the former will be obliged to take out a loan to rebuild it. 
Thus, if the promise demolishes or destroys his house, the judicial administration 
will oblige the promisor to take out a loan for the rebuilding of the house. In light 
of this, the Maliki school views the promise made by a customer in a Murabaha 
transaction as an order to purchase, which is therefore binding on the 
customer.1156 However, the customer will be bound only to the limit of the out-of-
pocket expenditure or losses incurred by the bank due to a breach of promise on 
the part of the customer to buy the commodity.1157 Thus, any profit which the 
bank may have lost as a result of the promise not fulfilling his promise to 
purchase is not covered under these specifications.1158 
 Through the above-mentioned phenomenon, the Murabaha financing 
agreement is strengthened as an order to purchase, since under the rules of 
synthetic Murabaha financing, banks are required to rely on it and avoid any 
problems by practical means.1159 Firstly, as described above, banks arrange for 
the simultaneous closing of the initial sale and the resale of the commodity.1160 In 
this case, banks avoid the risks associated with assuming ownership of the 
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commodity by selling it simultaneously to the customer.1161 The second case 
applies if the Murabaha financing agreement executed by an Islamic bank meets 
all the legal requirements of conventional (non-Islamic) banking law, as it does in 
the majority of cases. In such a case, the law is likely to interpret the initial 
promise by the customer as binding on him.1162 Thirdly, the bank may require a 
sizeable monetary down payment towards repurchase, i.e. the second sale. The 
practice of taking down payments assists banks in defraying the losses that may 
be incurred by a failure on the part of the customer to purchase the commodity 
under consideration. 
However, there are legal risks for the bank associated with the contract 
unless the terms of the promise and the contract state that all unexpected costs 
related to the product shall be borne by the client. Providing comprehensive 
information on the terms and conditions of the contract can mitigate this risk. 
Another risk associated with the Murabahacontract arises from the fact that 
Sharia law or fatwas provides that the bank must act with the consent of the 
client in purchasing the commodity from the vendor.1163 On the other hand, the 
bank purchases the asset from the vendor at cost price and makes a promise to 
the client to resell it to him at the cost plus mark-up price.1164 
Islamic banks adopt a number of measures for the mitigation of legal and 
other risks associated with their operations and products.1165 These include 
requiring guarantees and warranties from individuals and financial institutions to 
maintain security of payment. In addition, there is a need to prepare risk reports 
because it serves to gather and communicate information regarding the different 
risks involved in banks’ transactions.1166Using this information, banks are then 
able to design and adopt measures to mitigate any risks that have been 
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identified.1167 In addition, it is necessary for banks to establish a credit rating 
system because it facilitates the gathering of data regarding the creditworthiness 
of individuals, businesses, or financial institutions involved in the transactions.1168 
Moreover, the assurance of the creditworthiness of the borrowers will strengthen 
the confidence of banks’ investors as to the safety of the money that they have 
invested.1169 
Sharia law allows IFIs such as banks to set their Murabaha mark-up rates 
with reference to the LIBOR rate.1170 In a majority of such transactions, the 
intermediary (in our case, the bank) appoints the client or end-user to act as its 
agent in the purchase of the commodity from the seller on the bank’s behalf. Until 
the time the commodity is transferred, the risk of ownership is only held by the 
intermediary. While this only amounts to a basic risk, there are many other risks, 
as discussed above, that lead Islamic bank to be reliant upon risk-mitigation 
methods such as Islamic hedging instruments.1171 Thus, the growth in the use of 
instruments such as Murabaha financing agreements has given rise to the 
development and adoption of more risk-mitigation solutions for Islamic banks and 
IFIs.1172 While offering basic Islamic instruments and solutions, Islamic banks 
may also opt for more aggressive and complex structures to serve their clients’ 
requirements.1173 These risk management tools are adopted to suit the 
convenience and opinions of both owners and clients.1174 
Among the retail products offered by Islamic banks are fixed-rate 
Murabaha contracts, while commercial banks offer facilities which rely on floating 
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rates as their benchmarks.1175In these circumstances, Islamic banks face a 
situation of liquidity mismatch, which arises because their deposits are usually 
made for a short tenure of three to six months, compared to the corresponding 
Islamic investments, which are made for a longer duration.1176 An additional risk 
arises from fixed-rate versus floating-rate exposure.1177 Moreover, corporate 
clients tend to need a comparatively sophisticated set of products to assist them 
in managing their risk positions vis-à-vis the banks.1178 For example, hedging 
tools are required by Islamic banks to assist them in managing foreign exchange 
(FX) risk and interest rate risk. To serve this purpose, Islamic banks have 
developed dedicated Islamic forward FX contracts and profit rate swaps. 
There are numerous IFIs, including banks that offer hedging solutions that 
are Sharia-compliant. However, their standardisation is not as robust, nor is their 
documentation as comprehensive, as products available through conventional 
banking institutions.1179These relatively weak features of Sharia-compliant 
hedging instruments mean that they are offered at unattractive prices in the 
market compared to conventional hedging instruments or products.1180For 
example, conventional hedging instruments are provisioned benefits in 
accordance with International Accounting Standards (IAS), while Sharia-
compliant hedging instruments are limited to the principles of Islamic law. 
However, if the market for Islamic hedging instruments manages to grow, this 
issue of price differences would be resolved.1181 
The basic objective behind the use of Islamic profit rate swaps is 
effectively the same as that which applies to conventional interest rate swaps, 
which in general is to protect against the harmful effects of interest rate 
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movements.1182 In other words, such hedging instruments are designed to protect 
Islamic banks from the fluctuating rates of borrowing and ensure an effective risk-
control mechanism.1183 Islamic financial institutions are also likely to benefit in 
terms of their balance sheet management, as has been the experience of 
conventional banks for many years.1184 
The Islamic profit rate swap is an agreement through which profit rates are 
exchanged between the floating-rate party and the fixed-rate party. Such an 
agreement is implemented through the series-based execution of Sharia-
compliant contracts. In the current Islamic financial market, a further contract is 
used to ensure that the transaction reaches maturity. This is called a waad 
contract, which is a unilateral binding promise, meaning that it is binding in one 
direction only. Before both the reverse Murabaha stage and the commodity 
Murabaha stage within the structure, a waad element ensures that the promisor 
enters into both types of trade, and the waad remains in force until the process of 
swapping has been completed.1185 The wide-ranging underlying structure of the 
profit rate swap is associated with an asset-backed Sharia-compliant structure, 
where a plain (or vanilla) commodity Murabaha is used.1186 The structure of the 
commodity Murabaha is designed in such a manner that it is free from certain 
prohibited features such as gharar (uncertainty), riba (interest or usury), and 
maysir (gambling).1187 The payment obligation on each party is calculated by 
means of different pricing formulae.1188 In the case of the Islamic profit rate swap, 
the principal is notional in nature and not exchanged, but instead is netted off 
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through the application of muqasah, which means the offsetting of the difference 
between the respective principal amounts.1189 
To explain the operation of a basic profit swap in combination with the 
Murabaha structure, it would be helpful to looks at the example of a hypothetical 
situation in which Bank A could be presumed to find itself.1190Bank A holds a 
fixed-rate investment through the purchase of an Islamic asset that is to mature 
in five years, with payment being made insemi-annual instalments.1191 Bank A 
intends to swap the fixed-rate payment with an investment in a floating-payment 
profile. Bank A might then decide to enter into an Islamic profit rate swap with 
Bank B, where Bank B will be the counterparty to the swapping agreement. Bank 
A enters into a waad agreement and thereby promises to enter into commodity 
purchases. Bank B then sells the commodity in question to Bank A on a 
Murabaha basis, with the selling price being set as the sum of the principal and a 
fixed-profit margin. The selling price is due after completion of the subsequent 
transaction, which relates to the floating rate portion. Within six months, the 
counterparty (in this case, Bank B) gives a waad undertaking of its intention to 
purchase the commodity under consideration.1192 Bank A then sells the asset to 
bank B at a price comprising the principal plus the mark-up value, on the basis of 
the prevailing market rate. Thus, the commodity Murabaha is transacted between 
two parties.1193 
There are numerous ways in which Sharia-compliant hedging can be 
executed and each method has its own particular advantages and 
disadvantages. One is the use of forward FX hedging instruments, where two 
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currencies are held with dissimilar interest rates.1194 The Sharia position 
regarding the swapping or exchange of two types of currencies is the exchange 
of the counter values on a simultaneous basis.1195 Under the forward FX 
mechanism, the exchange rate is locked as per the rates in force on the date of 
the contract.1196 However, the delivery of the two counter values is deferred to a 
future date, when delivery is made on a spot basis.1197 Under Sharia law, it is 
essential that delivery be made on the date of execution of the contract, but this 
is not a standard practice in the current FX market.1198 However, a promise to sell 
or buy currencies on a single date is not prohibited under Islamic law.1199 
Moreover, the delivery of the currency to be made as a complete contract is 
concluded only on the delivery date.  
Another mechanism commonly used for the commodity Murabaha is 
where both the bank and the customer are required to enter into two different 
Murabaha contracts for the facilitation of an FX forward contract.1200 The 
customer will buy the commodity at spot value and sell it back to the bank at the 
purchase price.1201 The purchase price will be inclusive of an agreed profit and 
payable on a deferred basis.1202To complete the other part of the FX forward 
deal, the bank will purchase another commodity which it then sells to the 
customer.1203 The sale will be subject to a mark-up value and the customer will 
again make the payment on a deferred basis.1204After this, both the bank and the 
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customer will sell the commodities that they have bought back into the market to 
ensure the recovery of their initial investment.1205 This procedure is very 
commonly used by FIFs because its structure is more or less similar to the 
normal functioning involved in the Murabaha contract which is characteristic of a 
majority of Islamic money-market operations.1206However, the cost associated 
with the process of incorporating commodity-based transactions has provided an 
impetus for FIFs to explore other modes of hedging.1207 
The strongest part of this work is the critical evaluation of different risks in 
Murabaha transaction. However, weak part of this research is the non-inclusion 
of the primary data.  
The theoretical and practical knowledge of the research subject in the 
depth manner with significant emphases on the experimental and empirical 
research is the apporahc gained within this research. Altogether, this thesis is 
based on realistic issues of Murabaha transaction and it is conducted in a well 
elaborated and extensive manner for being compliance with a doctorate degree  
4.4 Conclusion and transition 
  
From the literature review and analysis of contracts, it can be concluded 
that legal risks are encountered by the parties’ toMurabaha contracts due to the 
non-compliance with Sharia law of the banking system in Saudi Arabia. It has 
been interpreted that the parties are exposed to funding-liquidity and market-
liquidity risks, while Islamic banks face additional risks, namely to do with debt 
creation, price, and deterioration in goodwill. Furthermore, if Islamic banks do not 
adhere to Sharia law, the risks faced by their clients when entering into 
Murabaha contracts are price, counterparty, liquidity, capital loss, and bankruptcy 
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risks. Lastly, the chapter has discussed the risks faced by third parties, these 
being depositors, sellers, and investors. All the types of risk pertaining to the 
Murabaha contract have been discussed in this thesis, with particular attention 
paid to the most substantial risks –i.e. those related to the legal conditions under 
which Murabaha transactions are conducted in Saudi Arabia. Depositors are 
equally exposed to the losses being suffered by Islamic banks because the 
principle of equal profit and loss is adhered to in the Islamic banking system.  
This fact can be backed up by a well know Islamic banking model, which reflects 
the two-tiered mudaraba. This model reflects that in Islamic finance when a bank 
enters into a profit sharing contarct, it affects its both sides of balance sheet. For 
instance, at the asset side it has a contract with entreprenure to have a share of 
his profits in place of interest and at liability side the bank has a contract with the 
depositor in which it has agreement to share profits. 
Furthermore, if banks fail to comply with the prudential guidelines provided 
by Sharia law, investors are exposed to the risk of transparency due to non-
compliance with the disclosure norms with reference to customer protection. 
 All the relevant relationships between the parties have been examined, 
and it has been found that not only banks but also their clients and third parties 
are vulnerable to the legal risks under discussion. These relate to the failure of 
banks to abide by the legal obligations and regulations in the documentation of 
their Murabaha contracts. In Saudi Arabia, Sharia law and other essential Islamic 
religious bylaws apply to banks during the conduct of all their transactions, 
including Murabaha. Banks are legally bound not to impose on the client any 
penalty for failure to make due payment of instalments according to the agreed 
repayment schedule. This legal obligation leads to an increase in the 
counterparty risk for banks. Moreover, banks are not able to collect collateral or 
any other compensation to reduce their credit risk, which further increases the 
credit risk to which they are exposed by their legal obligations. It has also been 
shown that banks are obliged to bear the risk of loss in the transit of assets, 
which further increases the legal risk associated with the Murabaha transaction. 
Banks’ clients are protected by Sharia law in all the relevant areas but if an 
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Islamic bank fails to abide by the provisions of Sharia law, then its clients are 
likely to be exposed to both asset risk and counterparty risk.  
 The major differences between the Saudi banking regime and the 
requirements of Sharia law have been discussed in this chapter in order to 
assess the extent to which the parties are exposed to legal risk when entering 
into a Murabaha financing contract. It was explained that Saudi Arabia is a 
monarchy that is governed by decree and its banking regime follows regional 
regulatory norms. Being an Islamic state, Saudi Arabia has a judicial system that 
operates within the framework of Islamic law. The Kingdom has special 
Shariacourts where Sharia-based legal cases are heard. The country’s banking 
system is supervised and governed by the Saudi Arabian Monetary Agency 
(SAMA). It is the responsibility of SAMA to ensure that a straightforward and 
transparent banking system is maintained. In this regard, SAMA ensures that 
Islamic banks comply with Sharia law. 
 However, the Saudi Arabian government has introduced numerous 
reforms to the judicial system of the Kingdom; as a result of which, some 
significant differences have been observed between the reformed judicial system 
on one hand and the strict provisions of Sharia law regarding finance on the 
other. These differences have arisen because the judicial reforms require that a 
common procedure be used to resolve grievances within both the Islamic and the 
conventional banking systems. Indeed, there are many areas where Saudi law 
requires that common grounds are considered for the resolution of financial 
disputes. The result is that certain aspects of the Islamic banking regime have 
been compromised and there is a consequent widening of the divergence 
between Islamic banking practice and Sharia compliance.  
 It can be concluded that the contemporary legal system has been strongly 
influenced by European legal systems. Moreover, the regulations governing 
Islamic finance in Saudi Arabia have been revised to ensure the universal 
compatibility of Islamic banks and to attract international depositors and 
investors. In a similar manner, the risk management practices of Islamic banks 
were found not to be framed as per complete adherence to Sharia law. The Basel 
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II accords have been imposed on Islamic banks in Saudi Arabia, just as they 
have been imposed on commercial banks, and they are not necessarily in line 
with Sharia law, which indicates that the divergence between the theoretical 
concepts of Sharia law and their practical application in Islamic finance is 
widening. Products such as tawarruq that are commonly provided by Islamic 
banks have been shown to have features that resemble those of the interest-
based loans issued by conventional banks. There are also certain areas where 
Islamic banks apply a simple interest rate to the loans that they grant and the 
deposits they receive. This practice is consistent with the belief that compound 
interest rates are prohibited, while simple interest rates are acceptable under the 
guidelines. Overall, it can also be concluded that the functioning of Islamic banks 
and the products they offer are being made to fall in line with those of commercial 
banks. Such steps are undertaken in order to receive universal recognition and 
ensure the future stability of Islamic banks. 
 Each Islamic bank has a Sharia supervisory board, which is directly 
responsible for ensuring that the functions and products that the bank offers are 
Sharia-compliant. Since in practice Islamic banks, decision on the individual 
advisors  is undertaken  own by Sharia supervisory boards, the boards cannot be 
said to be independent, which reduces their capacity to judge fairly whether the 
practices of any particular Islamic bank are indeed fully compliant with Sharia-
based law. Therefore, given the extent and strength of the non-Islamic influences 
noted above, it can be reasonably stated that there is likely to be a significant 
divergence between the practical application of Sharia-based law to the banking 
sector of Saudi Arabia on one hand and the theoretical fundamentals of Sharia 
on the other. 
 All of this result in the parties associated with the products issued by 
Islamic banks, such as Murabaha financing agreements, being exposed to 
considerable legal risks. More specifically, these risks arise because the parties 
are likely to find that what they believe to be their legal rights, on the basis of the 
theoretical position defined by Sharia law, are not in fact recognised within the 
judicial system, so that parties in a dispute on this basis are not able to seek 
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justice. All the real-time challenges faced by the parties due to the numerous 
reforms that have been introduced into the judicial system reveal that there is no 
concept of judicial precedent in many of the cases, thereby increasing the legal 
risk faced by the associated parties. 
 It can be generalised that a Murabaha transaction involves the signing of 
three agreements, by the Islamic bank, its client, and a third party. As per the first 
agreement, between the bank and its client, the latter is not obligated to 
purchase from the bank the commodity that the bank is directed to purchase on 
his behalf. Moreover, if the client refuses to accept the commodity, the bank is not 
legally permitted to require any payment from the client as a penalty. In addition, 
until the time that the commodity is sold to the client, the ownership risk rests 
with the bank. These facts indicate that Islamic banks bear a very considerable 
risk of default on the part of the client and a further major risk of damage to or 
loss of the asset. 
 Islamic banks charge a mark-up value above the principal amount or the 
purchase value that it has paid the seller for the asset, which they set by 
reference to the LIBOR rate or other market rates, thus keeping their products in 
line with the interest-based loans of conventional banking, where the interest 
rates are set according to market rates. Although the banks are not directly 
exposed to interest rate risks, they are exposed to fluctuations in market returns 
and thus to market risk. 
 An important difference between the two banking regimes is that 
commercial banks are able to reschedule their customers’ repayments in the 
event of a default on the payment of one or more instalments, while Islamic 
banks are not legally permitted to reschedule instalments in this way. In a similar 
vein, Islamic banks are not allowed to charge a penalty for any default on the part 
of the client in paying back the due amount, which means that they are highly 
exposed to the counterparty risk due to the legally binding nature of the 
transaction. If Islamic banks fail to abide by the rules and regulations imposed by 
Sharia law, they are again exposed to legal risks. 
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 On the other hand, if an Islamic bank fails to abide by an agreement and 
thereby does not purchase a commodity in time, it is the client who is exposed to 
a legal risk because clients are not provided with any legal cover to indemnify 
them against business losses borne by them. This could be considered 
advantageous for Islamic banks. The Murabaha financing agreement is a 
financial product provided by an Islamic bank to a client against the mark-up 
value charged by the bank; however, unlike conventional banks, Islamic banks 
are not able to charge any collateral security against the due amount. In the 
same context, clients in the Murabaha financing are also not legally bound to 
provide any security against the financial assistance. As per Sharia legal system, 
there is a prohibition to invest in uncertain and risky transaction and thus, 
collateral and any other security against due amount are not needed due to 
minimum risk exposure.   It can be reasonably concluded that Islamic banks are 
highly exposed to a number of legal risks related to their engagement in 
Murabaha transactions. In response, they employ a range of risk management 
policies, including those prescribed under the internationally recognised Basel II 
accords. The other risk management strategies most commonly adopted by 
Islamic banks are the basic indicator approach, the standardised approach, and 
the advanced measurement approach. 
Also available to Islamic banks are a number of operational strategies for 
mitigating the counterparty default risk. One possible practice is for banks to 
impose on their clients what amounts to penalties in the case of a default, but to 
require them to be paid to a charity, rather than the bank itself. Because this 
practice does not provide any income for Islamic banks, it is permissible under 
Sharia law. Islamic banks must ensure that they abide by all the legal guidance 
provided by Sharia law in the conduct of their business. When they enter into a 
Murabaha financing agreement, they must ensure that the counterparties are 
reliable and financially stable, to which purpose they adopt a credit rating system. 
Furthermore, there are other hedging instruments that Sharia law allows banks to 
make use of. Thus, it can be reasonably stated that Islamic banks take effective 
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steps for the management of the risks to which they are exposed by their 
involvement in Murabaha financing agreements.  
   The next chapter will be a discussion of a number of recommendations with 
regard to legal risks to investors of Murabaha contracts. Additionally, it will offer 
recommendations for the parties involved in Murabaha transactions and future 
academicians. 
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5.1 Introduction  
 
This chapter discusses solutions and recommendations for the risks associated 
with Islamic legal transactions (Murabaha). This transaction is a trade between a 
seller and buyer for a product in which a bank plays the role of the financer. The 
role of the Islamic bank in a Murabaha transaction is to make purchase price 
payment to a seller/supplier after it has transferred the title/authority of the 
product to the bank. Later, the title/authority of the product is transferred to the 
customer in return for the price, along with a mark-up profit. A Murabaha 
transaction involves a mark-up price, which is allowed under Islamic law, to 
ensure that the parties abide by Sharia law. Under Sharia law, the transaction in 
which the bank is involved as a financer must abide by the principle of prohibition 
of riba, which means that financial transactions cannot involve receiving or 
paying interests in addition to the principal amount. 
The parties in a Murabaha transaction must accept a number of legal risks 
that make it extremely risky, compared to other Islamic transactions, including 
operational, commodity, asset-loss, payment default/credit, mark-up, and liquidity 
risks. These risks will exert an influence on the parties involved because they can 
result in significant financial loss. It is important to prevent the occurrence of legal 
risks where possible and the subsequent effects in order to ensure the viability of 
Murabaha contracts. For each of the risks associated with this type of 
transaction, it is advisable to adopt certain measures to lessen the probability 
that a particular risk and its consequences will need to be faced. Dealing with all 
the possible risks involved in Murabaha contracts makes the whole transaction 
less risky and more similar in terms of risk to other Islamic transactions. The 
prime focus of this chapter is to present applicable and pertinent solutions for the 
identified major risks so that the parties involved in Murabaha transactions can 
best enjoy its advantages. 
This chapter consists of two main sections designed to maintain a logical 
flow of information. The first section outlines the risks associated with Murabaha 
transactions; the risks will be briefly presented because knowledge of them will 
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help to align recommendation/solutions with risks. This section will also present 
key points related to the legal risks involved in Murabaha contracts to 
demonstrate the importance of these contracts. 
The second section of the chapter will offer recommendations for the risks 
discussed previously. To ensure that the proposed solutions are in alignment with 
the risks they deal with, they will be provided under the headings of particular 
risks. The principle focus of this section is to present applicable and measurable 
solutions to the risks associated with Murabaha transactions to ensure 
applicability in the real means. This is because solutions that are directly 
applicable for particular risks will makeMurabaha contracts less risky, and bring 
them to a similar level to Istisna and Musharaka contracts. 
The flow of information in this chapter, from identifying legal risks to 
presenting solutions, will help in relating causes and courses of action together. 
The interlinking of causes and courses of action/strategies guarantees a 
resolution of the risks in the best possible manner. 
 
5.2 Summary of findings related to the risks associated with Murabaha contracts 
 
 Based onthis paper’s overall review of Murabaha contracts, it has been 
interpreted that this transaction is relatively risky compared to other Islamic 
transactions due to the numerous risks associated with it. The parties to such 
contractscan encounter credit default or payment default, mark-up, and asset-
loss risks. In Murabaha transactions, parties’ interests can be considerably 
influenced by a broad range of risks, ranging from operational to liquidity risks. 
The significant risks associated with Murabaha transactions are discussed in 
brief below: 
 
Non-clearance of the Saudi banking system 
 Non-clearance of the Saudi banking system is a critical issues/risk due to 
the outdated working norms and systems within the banking system in Saudi 
Arabia. There have been no serious modernisation of the Kingdom’s banking 
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system for a long time, which creates differences between the Saudi banking 
system and the Islamic banking system, with resultingdifferences in judgements. 
This ultimately worsens investors’ confidence in the country’s banking system 
due to the absence of legal clarity. 
The existence of independent Sharia boards 
 Another problem is the inconsistency and differences between Sharia law 
as applied by the independent Sharia boardsof banking institutions. Each 
banking institution has an independent Sharia board that plays a role in 
determining the legitimacy of banking transactions. The Ijtihad source of Sharia 
law causes large differences between the banking transactions each bank is 
allowed to perform; one bank will be able to do some that another cannot. This 
results in critical issues for customers such as invalid transactions and large 
disparities between possibilities. For example, one banking institution may be 
allowed to perform non-Islamic transactions, while another bank will be strictly 
prohibited from carrying out the same transaction by its Sharia board. 
In the context of Murabaha contracts, the matter of concern for 
safeguarding investors’ interests is the way the contracts areused without 
coherency or consistency, and in accordance with a 1,400-year-old format that 
has not changed. 
 
Unauthorised agreements:  
Another risk associated with a Murabaha contract is that at an initial stage, 
the buyer instructs the seller to provide the commodity, and this instruction does 
not constitute an actual purchase unless it is integrated with a binding promise. 
There is no agreed contract or agreement between the parties due to a lack of 
mutual trust. This absence of agreement means the deal is not legally binding, 
which may make a contract void. This means that there is a high probability of a 
denial that a promise has been made or a cancellation of a promise by the client. 
In the context of unauthorised agreement issue, a situation in which bank ask the 
client to sign a promise contract to save the side is not legally permitted and 
allowed by Sharia law. 
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Payment default risk or credit risk  
Another legal risk associated with this transaction are payment default and 
credit risks, which occurs due to delayed payment by a party. The payment is 
usually made after the due date or when a default in payment is apparent in a 
credit transaction. Since the bank has signed a contract to purchase a product for 
the client and to sell it to him at an agreed price to be paid later, there is a higher 
chance of a delay in payment. In this context, Murabaha assets are considered 
equivalent to a debt payment. If the party defaults on the due date and is 
incapable of paying, the price of the products is forfeited, along with the mark-up 
price. 
 
Liquidity risk 
The problems associated with obtaining cash or a cash equivalent at a 
reasonable rate is referred as liquidity risk. There are two types of risk here, 
namely asset liquidity risk and funding liquidity risk. There are also other causes 
of liquidity risk in Islamic banking, such as the prohibition of fiqh in the 
securitisation of current assets. In addition, raising liquid funds is a critical issue 
facing Islamic banks, and a major reason for their slow development. Islamic 
institutions also face liquidity risk due to the prohibition on earning interest, which 
prevents banks from benefiting from the concept of a lender of last resort, which 
helps institutions to meet liquidity needs on the basis of the payment of interest. 
Islamic banks make payments to sellers on behalf of buyers. Thus, in the case of 
a payment default by a seller, the bank can face liquidity difficulties, which can 
complicate routine functioning. In these transactions, the product in question 
cannot be sold at a different price in the market; it can be sold only at face value. 
In short, assets under Murabaha transactions cannot be sold on, and therefore 
constitute a liquidity risk for bank, especially if deposits are sensitive to market 
returns or if the average maturity of Murabaha contracts is longer than the 
average maturity of deposits. It has also been established that there is a 
secondary liquidity risk associated with Murabaha transactions, which can arise 
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when a business or another risk related to Murabaha contracts influences a 
bank’s liquidity. 
 
Mark-up risk 
Mark-up risk emerges when there is a fluctuation in the market rate of 
return. If the rate of return is fixed by financial institutions or banks, it cannot be 
changed freely, due to which the price and quantity remain fixed. This inflexibility 
has a negative effect on banks and creates further pressure on the mark-up 
margin.  
Commodity risk  
This risk in terms of the Murabaha transaction is due to the high 
probability of future uncertainties that need quantification in the best possible 
way. If there is a situation in which in financial institutions are incapable of 
measuring future uncertainties, it could cause a problem in determining 
commodity price fluctuations.  In the Islamic context, the possibility of fluctuations 
in future commodities is higher because Sharia prohibits dealing in uncertain 
future transactions. 
Operational risk 
This is another major risk associated with Murabaha transactions, in which 
a seller transfers the title/authority of a commodity to a bank after receiving 
payment. Then, the customer/borrower has to make a payment of the price of the 
products, plus the mark-up. The operational risk is if the customer/borrower 
denies purchasing the product or commodity from the lender or Islamic bank that 
made the purchase on the customer’s behalf. Disposing of a received 
product/commodity to another party is not easy for an Islamic bank, which 
creates a risk regarding managing commodities and future sales transactions. 
This risk not only stems from the internal processes of the transaction, but also 
issues related to people and technology. In terms of human resources, one 
operational risk commonly encountered by Islamic banks is a shortage of skilled 
and knowledgeable people and religious restrictions on women that keep their 
participation limited. As for technology, Islamic banks are less reliant on 
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information technologies than conventional banks, which create obstacles for 
banking operations. Operational risks have to be mitigated through the smooth 
functioning of the operational process, thereby making Murabaha transactions 
less complicated for the parties involved. 
Asset-loss risk 
 This risk comes about due to the transfer of a product/commodity’s title 
from the vendor/supplier to the customer/client. During this transfer, there is a 
risk of asset-loss due to theft or deterioration in quality. This possibility of 
incurring losses naturally influences banks. In addition, it influences 
purchasers/clients in terms of not satisfying the product need. 
Market risk  
 This risk is caused by macro-environmental factors and unsystematic 
asset risk. Changes in asset or commodity prices are market-specific risks that 
influence clients’ choices; they create an additional burden in terms of paying a 
higher price and mark-up. However, changes in asset and commodity prices also 
affect Islamic banks or IFIs because a fall in prices causes a risk of price 
differentiation and a loss due to lower asset or commodity prices. 
The next section will detail solutions/recommendations for the identified 
legal and financial risks. The recommended solutions are offered with all parties’ 
interests in mind, so that Murabaha transactions can be made less risky. 
 
5.3 Solutions for the risks associated with Murabaha transactions 
 
Solution for the risk of non-clearance of the Saudi banking system  
 The issue of the Kingdom’s antiquated banking system can be resolved by 
adopting certain recommendations, as stated below: 
The Saudi banking system should be updated, along with the creation of a 
new Islamic banking system. This would help banking institutions in the country 
to work efficiently in accordance with Sharia law. Moreover, it would help other 
banks to work in coordination with Islamic law, without any ambiguity. 
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It is also recommended that the country adopt recent technological and economic 
developments in the prevailing legal environment to ensure effective application 
of Sharia law. This would help to keep Sharia law aligned with recent legal 
developments. 
Solution for risks caused by independent Sharia boards 
The issue of the existence of independent Sharia boards can be resolved 
by creating a Sharia board that works in compliance with SAMA. The provision of 
an independent Sharia board for each banking institution should be eliminated. 
The Sharia board created under SAMA would then in issue fatwas for all banking 
institutions. This board must play asupervisory role to keep a check on banking 
activities in consideration of fatwas. If this is implemented, it would be possible to 
mitigate the differences between banking transactions that are due to different 
board or fatwas. After the creation of one Sharia board, all banks would 
operate/work under one fatwa and governance to keep validity and consistency 
between different banking transactions. 
In respect to the mitigating issue of differences, it is crucial that all the 
legal rules and regulations are made clear for banking institutions in Saudi Arabia 
so they understand how to ensure that Sharia law and Western trends do not run 
counter to each other. 
 
Solutions for risk caused by unauthorised agreements 
The risk of unauthorised agreements can be mitigated by completing all 
the legal formalities related to a contract that contributes towards its legality. The 
contract should not only be verbally communicated between the two parties 
buying or selling a commodity but there should also be an agreed document in 
which both parties provide their voluntary consent and promise to complete the 
stated obligations on their part. A well-constructed contract is the main requisite 
to prevent unauthorised agreement risks from arising. In a Murabaha contract, if 
a party executes a deal to sell a product on the basis of other party’s approval, in 
a way which is not valid and authorised, it is necessary to initiate the contract 
only after the formation of the complete contract, within which the offer, 
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acceptance, intention of the legal relationship, and consideration in the form of 
money/payment are included. 
In addition to including all the variables of a valid contract, the risk of an 
unauthorised transaction can be mitigated through a written agreement in an 
explicit manner. The explicit written agreement will clearly reflect the agreement 
terms and conditions. This means that the agreement’s terms and conditions not 
only clearly contain the promises of the contracting parties but also details 
penalties in the event of a non-fulfilment of a promise. This explicit written 
contract states the consequences if any party is guilty. An explicit written contract 
agreement avoids the issue of misinterpretation and miscommunication because 
it explicitly mentions the major requirements that need to be met by the 
contracting parties and the consequences in the case of non-compliance with the 
specified requirements of a contract. 
The risk of unauthorised agreement inMurabaha financing arrangements 
can be mitigated through the participation of a third party. The buyer and seller of 
a product can accept the assistance of bank or any other party (legal advisor) to 
make an agreement concerning buying and selling a commodity valid. The bank 
or any other party can play a role in securing the interest of the buyer or seller in 
the case of any misconception or a refusal to abide by a promise. In this case 
third-party intervention needs to be free from parties' personal interests and 
selection. This is because the personal intervention of any party may raise the 
possibility of conflict because it could create a high prospect of cheating or 
biased decisions. 
In order to obviate the risk of an unauthorised agreement, it is 
recommended to make use of Ilzham (binding) because it makes a contract 
lawful. Ilzhamin a contract ensures that the contracting parties agree to a deal 
because they have signed a contract after agreeing on all the terms and 
conditions. The signed contract means that there is a legal binding between both 
contracting parties. Legality is an important component of a contract and should 
be given strong consideration. According to my understanding, a signed 
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document is valid proof that both parties are voluntarily involved in a particular 
deal for the buying and selling of a product.  
The buyer, seller, and bank in Murabaha contract are recommended 
toengage in a proper verification and reading-out of all the terms and conditions 
prior signing a contract. The parties to a contract that perform the proper 
verification before signing it can easily avoid the issue of confusion and ambiguity 
that can bring about a conflict. The buying party, at the initial stage, should verify 
the selling party to build up trust. In addition, the existence of the selling party 
should be confirmed by the buyer to avoid the effects of a deal that falls through. 
It is essential that the contracting parties keep a hardcopy of the signed 
agreement for future reference. This will not only prevent exploitation and 
manipulation, but can be used as a legal proof in case of any fault.1208 
The banking institution in a Murabaha transaction is also recommended to 
make use of a security option to avoid the risk of an unauthorised agreement. 
This security option helps save banking institutions from possible financial loss in 
case of cancellation of a promise by a client. The security can be used to cover 
losses due to an unauthorised agreement. In financial deals, it is vital that the 
financier make a payment to the third party after the securitisation or security 
assets. Securitisation minimises unexpected losses due to termination of the 
contract because it can be used as a supporting instrument to mitigate financial 
losses.  
The bank can initiate a provision for penalties and loss-sharing in case of 
the cancellation of a promise or deal. Penalty and loss-sharing can force buyers 
to agree to a deal, which lessens the probability of a cancellation or refusal. This 
financial liability would fall on the party that denies having agreed to complete the 
deal after giving consent in verbal or non-verbal form, through the introduction of 
a burden of financial loss in the form of a penalty. This could potentially prevent 
the risk of an unauthorised agreement when the buyer and seller agree to sell 
and buy a particular product or commodity, with the banking institution that is the 
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financier playing a mediatory role. The probability of a broken promise by the 
contracting party causes problemsfor banking institutions concerning a shortage 
of liquid assets, disrupting the cash management system, and bad debts that 
could eventually result in bankruptcy.1209 
In addition to the provision of a penalty, banking institutions should 
consider the records of previous transactions involving the involved party as a 
part of the assessment of credibility and goodwill. Such an assessment would be 
helpful to track whether or not previous agreements or contracts were fulfilled 
under legal considerations and valid terms and conditions. This would secure the 
interests of banking institutions in the future based on previous records of a 
party,helping to decide whether further financial dealings should be executed with 
a certain party. This type of provision in financial agreements will be helpful in 
limiting the possibility of cancelling a contract after it has been initially agreed. 
This can result in penalties for contracting parties in the case of the cancellation 
of an agreement without any valid reason, because the interests of the other 
party are at risk. A party to Murabaha transaction should consider to examining 
the interests of the other contracting parties to avoid the possibility of a void 
contract. 
Unauthorised risks can also be mitigated by sharing information about the 
different risks associated with the transactions that can improve operational 
transparency and further help other parties handle similar transaction risks that 
may arise in the future. Information-sharing leads to strong ties among parties 
because it ensures that the contract information is presented without any 
manipulation. This suggestion is helpful to initiate agreements due to the 
emphasis on a trustworthy relationship in which the interests of all parties are 
secured to the greatest possible extent. This suggestion follows the principle of 
sharing profits and losses, with less involvement in risky and uncertain 
transactions. 
The risk of unauthorised agreements in Murabaha transactions can be 
lowered through the formation of a legal committee that checks up on agreement 
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fulfilment on the part of the contracting parties so that interests are not harmed. 
The committee would help to prevent denial and cancellation of a contract by any 
party without a justified reason. The motive behind forming a legal committee is 
to secure the interests of the counterparties by monitoring the current situation at 
the level when the contracting parties first entered their agreement. Conflicting 
issue that result from the cancellation of an agreed deal could be handled 
efficiently by the committee because it would be easy to identify the root causes 
of the risk and the measures to be undertaken to secure parties’ interests. The 
involvement of a committee in handling authorised agreements saves time in the 
usually lengthy legal proceedings. The support and intervention of a legal 
committee helps to guarantee that the right decision is made because the final 
decision will be taken after a proper investigation of the causes and 
consequences affecting the contracting parties. Therefore, forming a committee 
is the best measure to help reach a legitimate decision after all the proceedings. 
The risk of signing a contract that is not permissible under Sharia can be 
obviated by adopting the option to return the goods to the third party. The bank 
can ask the third party/owner of the goods to accept their return if the client does 
not complete the transaction and its related formalities. The right to return goods 
to the third party is an option that can be used by the banking institution.The risk 
of an unauthorised agreement in Murabaha agreements is relatively high due to 
the possibility of a cancellation of a promise by the purchasing party. The reason 
for this is the absence of a valid contract formation and legal binding process, 
which can cause a cancellation. The cancellation of a contract may prove 
favourable for the declined party. However, it can also have a serious effect on 
the seller and financier parties. The previous suggestions could be helpful in 
mitigating the risk of unauthorised agreements to a good extent. A contract can 
be made lawful only if it covers all aspect of a valid contract, from the offer to 
consideration. 
 
Payment default risk or credit risk    
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It is recommended that exposure to credit risk be controlled by more 
efficiently supervising and reviewing the use of margin loans in Murabaha 
transactions. The proper securitisation of margin loans would help to determine 
the risk of a payment default in respect to buyers. This is a good way to measure 
the debt-paying potential of a buyer, which must be determined by the banking 
institutions prior to making any buying transaction on behalf of the buyers. Margin 
loans that brokers and dealers offer to customers are counted as unsecured 
loans and are thus subject to scrutiny by those seeking to exert control over 
market abuses that may lead to depression or recession. Enhanced scrutiny of 
such loans would help to reduce the risk of default. It is crucial to find the 
potential ability of the buyer to pay off short- or long-term obligations on the due 
date. Assessing susceptibility to credit risk would make it possible to reduce 
potential losses arising from extending credit beyond the potential of those 
receiving loans to repay. Knowledge of the purchasing party’s ability to pay back 
debt would ensure that the possibility of a payment default or a bad debt is 
reduced. However, it is not easy to gain adequate knowledge of a client due to 
the probability of information being hidden from the financier, which is a “capital 
impairment risk.”1210Banking institutions need to attempt to obtain information 
about the purchasing party prior agreeing for making payments to sellers on their 
behalf. 
Banking institutions that engage in Murabaha transactions make use of 
cross-referencing. In credit risk management, cross-referencing helps to 
determine the party’s ability to make a payment, being the best way to verify 
information about the party on whose behalf the bank is playing the role of 
financier.1211Verification is important for banking institutions in respect of 
financing policy and the management of credit risk because it helps uncover the 
real financial ability of the purchasing party and helps to track records of 
payments being made by the due date. 
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The issue of credit or payment default risk can also be mitigated by 
inducing the purchasing party in a contract to make payments on time to avoid 
legal proceedings and penalties. Moreover, strict rules and regulations should be 
enforced by banking institutions with a clear warning of the heavy penalties 
incurred by payment defaults. Heavy penalties may lower the risk of payment 
default by inducing purchasers to make payments on time. 
In Murabaha transactions, credit risk must be managed effectively to 
secure bank insolvency and competitiveness because delayed payments or a 
default on payment can slow down a bank’s growth. Banks can therefore adopt 
the principle of profit-sharing to transfer the risk of debt default to depositors. This 
would help banks combat the issue of insolvency. 
Another method to control and manage credit risk is collecting information 
about hedging options, which would facilitate the recovery of credit to the 
greatest possible extent. Hedging is the best way to prevent the risk of payment 
default because it covers financial losses due to changes in price or money value 
by the adoption of two positions. 
Credit risk can also be mitigated through collateralisation, safeguarding 
the interests of the Islamic bank or financial institution providing the Murabaha 
loan by ensuring the creditworthiness of the borrower. The most effective means 
of reducing credit risk is to elicit the help of a collateral manager, who would offer 
support by determining the advisable extent of credit exposure in integration with 
the legal requirements and by helping the bank to manage the credit risk through 
cross-product collateralisation. In addition, sukuk can be used by banks to 
reduce the credit risks that stem from Murabaha transactions. Sukuk acts as 
collateral within the transaction, known as “collateralised Murabaha.” The use of 
collateralised Murabaha to manage against credit risk is a good option for an 
unsecured commodity because it gives the right to the financier, such as a bank, 
to sell assets in the possession of the purchaser if the buying party fails to clear 
bank dues or debts on time. Under Islamic law, collateralised Murabaha is 
defined as an “Islamic monetary instrument that provides a sharia-compatible 
financing backed by assets as collateral, in return for cash. The financier has the 
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right to repossess and sell the assets/securities if the customer failed to repay 
dues.”1212 This action combines the Murabaha financing structure with the sukuk 
model to guarantee assets, so as to reduce the risk of a credit or payment 
default. For Islamic banking institutions that deal in Murabaha transactions, 
collateralised financing is essential to secure otherwise unsecured commodities 
and also hasthe advantage of bringing about involvement in thesukuk market, 
contributing to the growth of a sukuk portfolio. 
Credit default swaps are used with the amount sold and purchased, 
depending to some extent on the credit rating system. If a party has a low rating 
compared to the benchmark, credit default swaps are not used for risk 
management because proper asset allocation is necessary to meet the 
obligations in proportion. Controlling the credit risk in this way would bepositive in 
terms of performing asset allocation in an efficient way to reduce the credit 
burden in the same period. Asset allocation gives the leverage to arrange capital 
finance or funds to make payments on time. 
Credit evaluation is also a good way of identifying, measuring, and 
controlling credit risks, and keeping lending decisions in step with guidelines. 
This recommendation would lead to a reduction in risk for the entire process 
aspects, both the market and buyers’ risk. Looking at the market risk in the credit 
evaluation helps to compute whether the current market status/position in Saudi 
Arabia is favourable forMurabaha financing. However, the buyers’ risk, would 
help to determine buyers’ capability of paying the principal amount, plus a mark-
up, on time. 
Banking institutions are recommended to make use of asset-backed credit 
risk management to reduce the probability of a credit default by ensuring that the 
approval of credit is backed by adequate assets. Asset-backed credit risk 
management leads to back-up credit or payment being paid to the seller on 
behalf of the buyer in the Murabaha transaction. This means that payment 
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default risk can be mitigated by requesting warranties and guarantees from the 
parties with regard to non-payment for goods. This suggestion would lessen the 
possibility of payment default risk because security has already been received on 
the payment made to the party. 
Securitisation vehicles ensure a sound review of creditworthiness before 
the approval of Murabaha loans. Banking institutions are recommended to 
develop and enact a comprehensive suite of effective policies and techniques to 
identify and control credit risk to reduce the probability of loss through bad debts. 
The policies for credit risk control involve the determination of market risk 
(probability of liquidity crisis) and history of the buying party (taxes payment, 
income, expenditure, and debts).  
The option of loan loss reserves is another efficient way to prevent credit 
loss. This suggestion helps to combat losses due to credit payment default or 
delay by the purchasing party. A loan loss reserve secures the solvency of the 
banking institution by meeting the needs of sufficient liquid assets or cash and 
cash equivalents. This would make it possible for banks or financiers to take 
advantage of opportunities to achieve prosperous growth. The availability of 
sufficient cash is a matter of concern for banking institutions to fulfil day-to-day 
transactions, and investment and loans are needed. The maintenance of loan 
loss reserve at the mandatory level is to be executed by Islamic banks, similarly 
to the regulatory requirements adopted in different jurisdictions. 
Credit risk can be prevented through the “income and loss recognition”as 
outlined by the AAOIFI Standards No. 1.1213 These standards enable the 
determination ofthe probability of income and loss in different Islamic financial 
transactions and modes of finance. With the adoption of loss recognition 
standards, banking institutions in Saudi Arabia can prevent losses that are due to 
payment defaults because loss recognition standards help to compute the 
probability of loss and their subsequent effects on the market position. The 
                                            
1213
 Hassan, K. and Lewis, M. 2009. Handbook of Islamic Banking. England: Edward Elgar 
Publishing. 
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adequate determination of loss defaults will help in taking preventive measures at 
the initial stage of agreeing to a Murabaha transaction. 
Another recommendation to avoid credit risk is the formation of a credit 
rating system. This could help in risk identification and compiling risk 
management reports. Moreover, credit rating systems help banking institutions to 
measure the creditworthiness of the parties to Murabaha contracts because they 
take into account a set of criteria for each party. A credit rating system is the best 
measure to determine credit-paying ability to prevent payment default risk. 
Credit risk can also obviate by using credit derivative tools, which is one of 
the new options for banking institutions to safeguard against credit risk. The use 
of credit derivatives in managing risk helps to separate credit from credit risk 
because it focuses on attracting investors who are likely to be interested in 
investing in default credit. As part of this credit risk management tool, certain 
sequential steps are carried out to determine exposure to credit risk and related 
features such as packaging, securitisation, and marketing. As per Islamic law, 
credit derivatives are not fully considered becauseit is prohibited to sell debts to 
other investors. In this situation, it is crucial to separatesecured and unsecured 
debt to improve the evaluation of credit in terms of debt transparency. Debt 
transparency is important in order to measure the probability of credit default. 
Transparent debt clearly demonstrates the creditworthiness of the debt holder, 
and can be used as a base to make a financing decision.1214 
The high probability of credit risks in Murabaha transactions can be 
mitigated to a good extent by use of aforementioned suggestions. Credit risk 
management is important to secure consequences and effects such as funding 
crises and bankruptcy. The risk of credit and payment defaults to banking 
institutions threatens their sustainability in the short run, causing problems in the 
management of day-to-day transactions. 
Solutions for liquidity risk   
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 Ahmed, H. and Khan, T. (n.d.). Risk management in Islamic banking. [Online]. Available at: 
http://www.isfin.net/sites/isfin.com/files/risk_management_in_islamic_banking.pdf [Accessed on: 
21 November 2016]. 
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Liquidity risk is a critical issue, directly affecting the processing of 
Murabaha transactions, along with routine operational work. The recommended 
solutions for dealing with liquidity risk are outlined below:  
Banking institutions are recommended to control liquidity risk by 
maintaining adequate liquid assets in relation to liquid liabilities. Banks can 
maintain the standard ratio between liquid assets to liquid liabilities or short-term 
debts in the proportion of 2:1. This means that the proportion of liquid assets 
should be double the current or short-term liabilities. The maintenance of this 
standard liquidity would help ensure the availability of adequate liquid assets to 
cover current liabilities. However, this would be difficult for Islamic banks since 
the availability of liquid assets depends on compatible money market instruments 
and lender-of-last-resort facilities. To measure their liquidity effectively, it is 
recommended that banks continuously review the liquidity gap by determining 
the proportion of liquid assets to total assets or liquid liabilities. As per my 
understanding, knowledge of the gap between current assets and current 
liabilities and trends in increments/decrements helps when taking viable 
investment decisions. In Murabaha transactions, accurate knowledge of the 
liquidity gap would help financing banks to take decisions over whether it can 
provide finance to the selling party. 
Liquidity risk can also be mitigated by banks by developing an appropriate 
liquidity risk management framework that covers all aspects of asset-liability 
management. This framework would help banks to prevent the risk to liquidity 
that arises from mismanagement of liabilities and assets. In order to prevent this, 
banks need to review factors such as the conversion period of assets and the 
maturity period of liabilities that are used to meet their various obligations under 
Murabaha contracts. 
The parties to Murabaha transactions are recommended to accept the 
help of investors in managing liquidity risk. Islamic banks should comply with the 
high-quality liquid asset requirements of Basel III. As per Basel III, the key 
consideration of banking institutions is to maintain highly liquid assets instead of 
current and liquid assets. Islamic banks have to hold corporate debt, treasury 
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bonds, and cash. The proportion of highly liquid assets should be higher than 
that of net cash flows. This would effectively manage the difference between 
expected cash inflows and cash outflows, so that the aim of 100 percent 
coverage can be achieved. The key focus of liquidity coverage in the Basel 
Accords is on holding high-quality liquid assets, which assist in dealing with 
liquidity crises by being easily converted into cash. As per the Basel Accords, 
there are three categories of high-quality liquid assets: level 1, level 2A, and level 
2B. These levels of specify different highly/easily convertible liquid assets within 
less time. The Level 1 category of highly convertible or quality liquidity assets 
involves foreign withdrawal resources, securities issued by sovereign entities or 
multilateral bank-guaranteed securities. Level 2A assets cover securities 
guaranteed by government entities and development banks, while investment-
grade debt securities and common stock that is publicly traded are involved in 
Level 2B assets.1215 
An Islamic bank’s liquidity position is directly related to the quality of its 
capital, which should be strengthened to provide resilience against potential 
liquidity crises. Banking institutions are recommended to prevent liquidity crisis 
by making decisions favourable for the working capital management. This would 
help banking institutions manage working transactions without any issue of 
liquidity. Effective working capital management is predominantly based on the 
current status of cash inflows and cash outflows. This is one of the most effective 
ways of measuring liquidity because cash inflow assessment relative to cash 
outflow would help banking institutions to avoid funding shortfalls. The use of 
cash assessment by banks makes it easier to compute the value of cashflows 
assets and liabilities, along with derivatives. Adequate cash outflows in proportion 
to cash inflows should be achieved to lessen liquidity crisis stresses. 
Banks can control risks related to liquidity shortage/crisis through limits. This 
action will help banks to manage daily transactions within certain limits, so as to 
secure liquid assets for the contingent situation. The limiting framework for 
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controlling liquidity problems within Murabaha transaction will secure banks from 
big liquidity stresses because they prohibit banks from excessive involvement in 
riskier transactions. As per Islamic law, banks operating in the Middle East should 
strictly abide by the principle of refraining from risky or uncertain transactions. 
In addition, banks should provide an early payment discount offer to the 
contracting party to maintain their strong liquidity position. Contracting parties will 
often be interested in this option because it gives them the opportunity to save 
money. Additionally, it will help banking institutions to enhance the availability of 
cash or cash inflows before the due date, helping turnover and the debt collection 
process. An improvement in the process of debt collection would enable banks to 
meet the Basel III requirements of keeping the proportion of current or highly 
liquid assets equal to current liabilities. 
Islamic banks can deal with the liquidity risk by maintaining adequate cash 
or liquid assets so as to avoid acute insufficiency of cash in hand. This can be 
done through a salam contract, which is one of the best options to reduce and 
control liquidity risk; the risk of insufficient liquidity is mainly associated with 
operational and credit risk. 
The risk of liquidity can be controlled in an efficient way through internal 
and external auditing, which stimulating operational efficiency. Banking 
institutions must clearly define their liquidity requirements in order to ensure the 
availability of adequate liquid assets, so it is recommended that they establish a 
strict internal administration in this matter, along with external regulatory 
measures. The control and management of liquidity risk also requires the 
application of deposit management to potential new investments. Moreover, 
reserves should be maintained to promote liquidity efficiency and ensure low 
exposure to liquidity risk. 
Liquidity risk can be also be reduced through “Roll-Over Option Facilities.” 
This option would help banking institutions combat against market distortions 
because it emphasises a systematic aspect of managing liquidity risk. Through 
this, it would be possible for banking institutions to spread liquidity risks among 
investors on a large scale. Roll-over option facilities act as a rationing instrument 
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that reduces the issue of liquidity shortage due to asymmetric information. This 
option leads to liquidity risk being dissipated by reducing liquidity coverage ratio 
on the one hand and increasing net stable funding on the other. 
Banking institutions involved in Murabaha transactions are also 
recommended to understand and link market liquidity risks and funding liquidity 
risks. This integration is essential is to secure short-term solvency because high 
market liquidity risk causes problems for ongoing operations/processes. Efficient 
interlinking of the liquidity risk associated with market and funding helps tobring 
about a balanced strategy for managing liquidity soundness. This is because the 
effective association of market and funding liquidity helps when taking viable 
funding decisions to people in a market, or on behalf of any selling party. 
Integrating the funding strategy with the market status decreases the probability 
of a liquidity risk in a crisis. 
Banking institutions are also recommended to adopt internal control 
mechanisms to limit liquidity risk. For this, banks should hire or accept the 
assistance of trained, skilled, and competent human resources for effective 
implementation of internal controls. Internal control, with the help of skilled and 
knowledgeable personnel, ensures maintenance of an adequate proportion of 
current assets to current liabilities. Controlling liquidity problems with internal 
audits and controls will help scrutinise funding decisions in terms of time and risk. 
As for time, internal audits will be helpful to predict whether funding for third 
parties on behalf of the buying party to earn the price plus mark-up is the right 
decision at a particular time or not. However, in terms of risk, the suggestion will 
help to determine whether the offer of funds is risky in each specific situation. 
When facing liquidity risk, banks are recommended to calculate their asset value 
in accordance with the prevailing standards of financial reporting, so as to take 
the best financing decision. This not only reduces the probability of market 
riskbut raises the confidence of counterparties. This suggestion is the best way to 
hold investors' confidence and drives easy access to funding for banking 
institutions in case of illiquidity. Based on my knowledge, following the financial or 
supervisory standards of Islamic law will ensure that the bank remains 
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pessimistic about clients/investors and other stakeholders in times of adverse 
liquidity conditions. 
Altogether, it is necessary for banking institutions to monitor and control 
liquidity risks for long-term sustainability because cash acts as lifeblood in 
corporations. A cash or liquid asset crisis or shortage makes running day-to-day 
operations difficult for banking institutions and impacts on long-term plans. The 
maintenance of liquidity risk leads to goals like adequate cash inflow for 
assets/liabilities being achieved, and adequate liquid assets for the contingent 
situation. 
Solutions for mark-up risk  
In order to counter mark-up risk, it is recommended that Islamic banks 
exercise particular care when applying benchmark rates, which will enable them 
to rate different financial instruments more accurately. The mark-up rate, in the 
context of Murabaha, is determined by adding together the benchmark rate and 
an appropriate risk premium, a calculation that needs to be adjusted to meet 
changing market conditions. A failure by Islamic banks to vary their mark-up rates 
in accordance with changes in the benchmark rate is a major factor underlying 
mark-up risk. In a given market, changes in the interest rate affect the values of 
both the benchmark rate and the risk premium, making it crucial for IFIs to take 
account of market changes when setting mark-up prices. Variations in the market 
rate have a direct influence on the current financial position that serves as a base 
to determine risk premium and benchmark rate. The existing market position 
decides a rate of interest and risk factor that is proportionally linked to the risk 
premium. Based on my understanding, a proper valuation of the market risk is 
important due to its significant impact on setting the benchmark rate. 
Accurate computation of Murabaha profits is necessary because banks 
often do not appear to give due consideration to the period between 
disbursement and acceptance, when determining the profit or mark-up 
associated with their Murabaha transactions. According to Frisen (2008), time is 
the key factor in financial analyses because the time index can remain same over 
the years or be discrete and therefore financial valuations have to include the 
273 
 
time factor.1216 In particular, it is suggested that Islamic banks take account of 
the period taken to complete the sale of the commodity to the client when 
computing the Murabaha profit. When considering the time factor in Murabaha, 
profit computation is helpful to compute the present and future value of the 
money. The time factor in money valuation helps in considering the impact of 
time on monetary value and inflation or deflation, credit crunches, and economic 
crises. These factors have a direct relationship with money’s worth and earning 
power. When dealing with mark-up risk, a good understanding of the “time value 
of money” can make financial decision profitable because it involves calculating 
the worth of money in the future, along with opportunity costs. The high 
probability of money loss due to changes in market conditions causes uncertainty 
in getting funds back. Time-value considerations are a vital matter of concern to 
secure financial soundness. 
For market fluctuations, it is recommended to use forward transactions. 
This contract considers the future price of financial assets to mitigate gaps in the 
present and future value of assets that result from fluctuations.1217 The parties 
involved in the forward contract agree to deal at the predefined level in future, 
although financial assets are valued at the price determined in the present. The 
risk of price changes in financial instruments due to market volatility can easily be 
hedged with financial forward transactions. According to the current market 
conditions, the existence of the same price of financial instruments over decades 
is possible because the possibility of price fluctuations is relatively high, due to 
rapid changes in the existing system and ongoing development. This is also 
crucial for investors who deal in or are likely to be interested in dealing in the 
financial commodity market, and must know the value of price fluctuation. Price 
fluctuations in the market negatively affect returns on investments in the future, 
which result in financial and capital loss.1218 
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Another useful technique to deal with mark-up risks in Murabaha 
transaction is “fair value pricing” in which value of an investment should be 
determined in consideration of market fluctuations because this will lead to an 
estimate of fair value. It is essential that market fluctuations be valued and 
considered so that differences in the value in the future can easily be 
compensated. Fair value pricing is the best way to reduce future losses that are 
caused by fluctuations in the market, such as currency inflation or deflation and 
changes in interest rates. Any changes to the value determinants have a 
significant effect on the prices of commodity or securities. For instance, an 
increase in interest rates has a negative effect on the price of securities, which in 
turn increases finance costs. In such a situation, the financier or buyer of 
securities needs to leverage an increased cost of interest to keep the price of 
securities high.1219 There is a positive correlation between market fluctuations 
and the price of securities. 
IFIs can prevent the risk of mark-up through contracts because they will 
help banks to lessen the effect of future prices and market volatility. Futures 
contracts are not considered valid in Islam because it prohibits dealing in 
uncertain and risky transactions, but consideration about the future is not 
prohibited by Islamic law. The valuation of securities and commodities in 
accordance with predefined requirements is a good way to reduce the probability 
of risk. This is the best alternative to secure interests from future losses in the 
form of financial costs as the result of value changes.1220 From the perspective of 
Ahmed and Khan, future contracts or dealings in a commodity at a future date is 
not allowed in Islam because Islamic financial law does not give permission to 
postpone a contract or deal for the buying or selling of a company at a future 
date. This can be permitted in Islamic banks on a large scale, which is not in 
current practice. This suggestion will help Islamic banks to extent the scope of 
contracts to ultimately contribute towards the stimulation of Islamic financing. 
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Risk management through future contracts should be used to manage market 
fluctuations risks. The adoption of future contracts has been proved as a good 
start for Islamic institutions to combat currency risks that directly affect current 
commodity prices and mark-up margins.1221 
 
Solutions for commodity risk  
It is recommended that IFIs acquaint banking staff with the factors that 
cause extreme fluctuations in commodity markets such as strict regulations, the 
changing patterns of world trade, and geopolitical risks. A good knowledge of the 
factors underlying commodity risks would allow them to be managed proactively 
and more efficiently. Enhancing the knowledge of employees in the context of 
commodity markets and factors causing risks will help in performing tasks in the 
right way so that commodity risk exposure and its effect are prevented. 
Employees are involved in the processing of Murabaha transactions with the 
parties and thus knowledge enhancement in the context of commodity market 
fluctuations would help in avoiding dealing that may cause risk for banking 
institutions. In sum, greater employee knowledge about commodity risks would 
ensure they follow Islamic principles like the prohibition of gharar, or 
risky/uncertain transaction dealings. 
Strict regulations on the movement of commodities from buyers to sellers 
across a location cause problems in the form of excise duties. It is necessary to 
consider the way and extent to which strict regulations cause fluctuations in the 
commodity market and their consequences. Similarly, global trade patterns 
create difficulties for buyers and sellers when dealing in commodity markets. A 
good knowledge of market trade will help to develop strategies that allow 
transactions to be carried out in commodity markets without any financial loss or 
problems. Market fluctuations in the commodity market can make it difficult to 
deal in commodities. All the factors that subject financial transactions to market 
risks must be considered deeply to prevent future negative consequences. 
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Commodity risks impact banking institutions or financiers, as well as buyers, by 
creating a financial burden. Changes in commodity prices due to the 
abovementioned causes have a considerable impact on sustainability in the long 
run. 
Commodity risks in Murabaha transaction can be mitigated through 
commodity bonds or loans. In the Islamic law, commodity bonds or loans are the 
only way of paying the principal with mark-up, instead of an amount of interest. 
Commodity bonds are interrelated with commodity prices in the two ways. One is 
the “loan or bond type whereby a repayment is made with the financial equivalent 
of a fixed amount of a commodity.”1222 The other is “as an option type, where the 
investor can choose whether to receive a fixed financial sum or the financial 
value of a fixed amount of a commodity.”1223 The use of commodity bonds/loans 
option to deal with commodity risks is a kind of debt rescheduling, leading to 
improvements in creditworthiness and liquidity that plays a crucial role in short- 
and long-term sustainability.  
The banking institutions that deal in Murabaha contracts can experience 
the advantage of a strong relationship with investors or clients because it 
enhances creditworthiness or credit-paying ability, which is the prerequisite to 
gain a debtor’s confidence in terms of the ability to pay debts on the due 
date.1224A hedging policy should be adopted as an alternative strategy to control 
commodity risks in the context of Murabaha, allowing banks to hedge the risk, 
even in a situation of market fluctuation. Hedging is the best course of action to 
deal with market fluctuation, which directly affects the functioning of transactions 
in the commodity market. Hedging can eliminate financial loss or risk due to 
unexpected changes in market actions and policies. It will help the parties to a 
Murabaha contract to hedge risks and will have a positive effect on the parties. 
Hedging will not eliminate and reduce risk in financial transactions, but reduces 
the probability of risk due to market fluctuations. 
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 Banking institutions are recommended to make use of commodity swaps 
to deal with this risk. In this option, the process of buying and selling should be 
carried out at the fixed rate, not for a single period but rather many periods in the 
near future. A commodity swap is a tool for managing risk through “exchanging a 
fixed price to a floating price.”1225 The option of a commodity swap in Islamic 
financial transactions ensures income streams in the future with a high level of 
sustainability. Counterparties have the advantage of substantial credit exposure, 
which prevents other emerging risks like credit and liquidity risks. This option is 
different for future and forward contracts, which are recommended for managing 
other risks in Murabaha financing. Commodity swaps are suitable for many 
transactions, while future contracts or forward contracts deal only in one single 
transaction in the future. The swap option reduces the risk of income loss due to 
market variations to a large extent, with extensive credit coverage.1226 
Another effective solution to mitigate commodity risk is the formulation and 
implementation of a “comprehensive commodity risk management 
framework.”1227  This framework must be used by banking institutions or 
contracting parties on a consistent basis to manage risks more substantially. It is 
recommended to cover wider aspects in the commodity risk management 
framework because more information in the framework helps to prevent 
commodity. This framework must cover constraints related to the market at the 
micro- and macro-economic levels, which will prevent rises in commodity risks 
due to market constraints.1228 The main focus of this approach to comprehensive 
commodity risk is to trade off costs and risks when making a viable financial 
decision. The mitigation of commodity risk causes or associated factors will help 
in efficient financial decision-making in compliance with Islamic law.1229 
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The above-mentioned solutions for commodity risk in Murabaha 
transactions have a high chance of being effective because they are aligned with 
the causes of commodity risks. All solutions, from the knowledge enhancement of 
employees to the formulation of comprehensive commodity risk management, 
are designed to mitigate the risks to the counterparties. The conclusion is, 
therefore, that the commodity risks of Murabaha transactions can be reduced 
efficiently through the correct application of the recommended solutions.  
 
Solutions for operational risk  
The management and mitigation of operational risk is also essential for 
IFIs to sustain their competitive position by high productivity, strong customer 
satisfaction, sound profitability, and low costs. One of the most efficient ways to 
control operational risk is to establish a system of regular internal assessment to 
identify any potential loopholes in the operation of the Murabaha transaction. 
Banking institutions should also formulate effective operational plans with clear 
definitions of roles, responsibilities and punishments to enhance their operational 
efficiency. It is recommended that banks direct the practices of their staff 
specifically towards their corporate objectives. Ineffective operations are the 
ultimate effect of poor operational policies and management, which in turn 
worsen productivity, profitability, and competitive ability. In short, the adequate 
functioning of any Islamic banking institution is directly associated with its 
operational efficiency. 
The operational risk associated with Murabaha transactions should be 
controlled by an efficient schedule to avoid any kind of deferred issues during the 
operational processes. The use of electronic or online technology is a further 
measure that could be adopted by Islamic banks to mitigate operational risk 
effectively by facilitating information flow, while improving access to market 
information, thus bringing forward the required changes to the existing system. 
Recent technological advancements can help in reducing work complications for 
all parties involved. The adoption of technologies in Islamic banks would make 
operational processing faster and minimise manual errors that directly complicate 
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processing. Operational efficiency can be improved with newer technologies 
because it would be easier to compute the accurate mark-up margins involved in 
Murabaha financing.  
Operational risk can be handled through the adoption of the new 
technology of “mobile communication,” which promotes interactive 
communication. The parties involved in the transaction can obtain a solution for 
any query or any other assistance within minutes. Mobile communication 
technology stimulates interconnectivity, making communication hurdle-free and 
minimising complications in terms of approaching concerned people using mobile 
technologies, Islamic banks could maintain continuous communication with 
counterparties and easily communicate messages related to changes and dues. 
Mobile communication technology gives counterparties the option to 
communicate through text and audio messages. The process of communication 
with counterparties would be made much easier through the adoption of mobile 
communication technology. 
The provision of more frequent training opportunities could be another 
solution to control operational risk because it facilitates the alignment of human 
efforts with the strategic goals of Islamic banks. Training people can be am 
efficient initiative to deal with the issue of skills shortages and a lack of 
professional people. Training enhances people’s knowledge along with their 
confidence and in turn, contributes towards promoting quality and excellence of 
service. The probability of ambiguity and errors in the workplace is also reduced 
by the provision of training. Training employees is not only fruitful for 
organisations in terms of keeping service excellent, work productivity high, and 
error minimisation, but it will also contribute to employees’ self-interest and 
professional goals such as good appraisal and work performance and less 
defaults. Employees’ work-life balance can be improved through training because 
work burdens can be lessened by limiting the errors performed in the work 
process. Considered in total, this is a good solution that would direct employees’ 
actions in the direction of achieving success within their organisation and as an 
individual. 
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The contingency approach is another suggested solution to deal with 
operational risk because it can help in combating the effects of external events. 
The use of the contingency approach would be useful in the prevention of indirect 
losses such as market fluctuations, economic crises, and natural tragedies. The 
focus when adopting the contingency approach is to lessen the impact of risks at 
the high level so as to sustain the existing position. However, gharar is not 
permitted in Islamic banking transactions because there is a high possibility of 
uncertain risk in the deal, which negatively affects its current value and profits. In 
this situation, the contingency approach should be followed to deal with uncertain 
market risks at certain levels. 
Operational risks in Murabaha transaction processing can be addressed 
byadopting standardised procedures. A standardised process helps banking staff 
perform their tasks in the correct manner because the possibility of complications 
and misconceptions is reduced. This would help in keeping check on mistakes 
and easily tracking the issues in the operational process because standardised 
processes involve step-by-step processes that ensure operational excellence. 
Standardised processes would be effective in managing employees’ roles and 
actions and directing them towards the end goals, and the issue of the low 
availability of skilled and professional personnel. Training with standardised 
processes can be easily understood, without ambiguities and queries. 
Implementation of standardised processes and systems within Islamic banks 
would make operational processes faster and reduce the chance of errors.     
The problem of shortages of skilled and professional people can be 
surmounted through effective retention policies. Retaining skilled banking 
employees is important to ensure that operations proceed in the right manner. In 
Murabaha transactions, the operational process is quite complex because the 
financier/bank and the buyers of a product initially enter into a contract. The 
contract is primarily to buy a particular product on behalf of the buyer from a 
seller by making a payment and in consideration to this, banking 
institutionsobtain the product cost and a mark-up margin later. After, the 
financier/bank and the seller enter into a legal contract in which the seller 
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transfers the title of the product in the name of the bank after receiving payment 
and later, transfers the title of the product to the buyer. In this process, it is 
essential to maintain coordination among the counterparties, which can only be 
managed with support from skilled and knowledgeable staff. 
Based on this evaluation, operational risk is extremely important in 
financial deals. An inefficient operational process results in a poor quality of 
service, client dissatisfaction, and lower productivity. Therefore, adoption of 
effective measures for to maintain operational efficiency in Islamic banks is 
important to mitigate errors directly related to operational processes. 
 
Solutions for asset-loss risk  
Asset-loss risk is critical when buying a product on behalf of the 
purchasing party. It can be mitigated by strictly following the principle of profit and 
loss-sharing in Islamic law. This can help banking institutions avoid asset-loss in 
the case of faults or damages during asset transitions. Profit- and loss-sharing 
would secure the interests of the buying party such as banks in Murabaha 
transactions. There can be a prior agreement with the party that asset-loss is not 
fully borne by a purchaser because the risk of asset-damage during the process 
is not the sole liability of only one party in the transaction. 
 Asset-loss risk can also be reduced by not taking possession of the 
product from the seller on behalf of the buyer. The banking institution can only 
make a payment for goods after transferring the title in the name of the banking 
institution. By doing this, both the buyer and seller are directly involved in 
transferring the good/products from the seller to the buyer. The asset risk during 
this process is not a liability of the financier or banking institution.  
Asset-loss risk during Murabaha transactions can be obviated by taking 
out product or commodity insurance. This can help prevent damage loss 
sustained from assets through the provision of insurance coverage or claims. The 
burden of financial costs in terms of asset-loss or damage can be almost 
completely avoided through insurance. From my perspective, insurance 
coverage assists in minifying financial burdens in these situations.    
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Backing up assets can also be done to secure a bank against asset-loss. Any 
fault in the quality of the assets is not a liability of the financier or banking 
institution because the main deal in terms of the assets concerns the buyer and 
seller of the commodity. In this respect, this method is a good way to prevent 
asset-loss and its subsequent effects. 
Asset-loss due to new developments that make products outdated can be 
mitigated through future contracts. Here, future contracts mitigate the gap in the 
present and future values of the product. Advances in technology are quite rapid 
and for this reason it is crucial to consider the costs and risks associated with 
such deals.   
All the above-mentioned solutions can be easily adopted because they do 
not have complicated requirements. The proposed solutions for asset-loss such 
as equal sharing of losses, an insurance policy for asset-loss coverage, assets-
backed securities, and future contracts ensure minimal financial burdensfor 
banking institutions. In total, the risks of asset-loss depend on the contract terms 
and conditions between the bank and the buying party in the Murabaha 
transaction. 
 
Solutions for market risk 
Emerging market risks like market volatility and rapid fluctuations can be 
prevented by choosing the option of future and forward contracts. These 
contracts deal specifically with future deals because market stability is uncertain. 
Cost-risk frameworks or cost-benefit frameworks should be used to mitigate 
market risks because they will help in computing the probability of loss due to 
market risks. Securitisation and commodity swap bonds can also be used to 
mitigate the market risks facing Murabaha transactions. 
 
5.4 Summary 
 
This thesis has explored the risks affecting Murabaha contracts and their 
related causes and consequences. It has emerged from the analysis that Islamic 
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banks are exposed to different types of financial risks such as credit, liquidity, 
counterparty, and market risks. The solutions or courses of action proposed 
above would greatly support IFIs in mitigating the legal risks associated with 
Murabaha transactions. All these measures should be applied effectively and the 
results of their application carefully measured. The adoption of these 
recommendations would make it possible for IFIs to control the risks inherent in 
engaging in Murabaha transactions and reduce the likelihood of subsequent 
losses. Indeed, it is crucial for Islamic banks to mitigate or reduce their exposure 
to these legal risks in order to maintain strong and productive relationships with 
their investors in the long run. 
The climate, in which the legal risks are understood, monitored, limited, 
and where possible eliminated will facilitate sustainable improvements in 
investors’ confidence, thus helping to ensure the long-term competitive position 
of Islamic institutions in the competitive financial market. It can be concluded that 
the legal risks associated with Murabaha can be mitigated through solutions such 
as adopting a lender-of-last-resort facility, deposit protection systems, the 
implementation of legal reforms, and the establishment of liquidity management 
structures. Some of the risks of Murabaha financial transactions can be 
minimised by encouraging the parties to make payments in a timely manner, 
enforcing strict rules and regulations, and imposing heavy penalties. Finally, the 
maintenance of proper documentation and the establishment of strict credit limits 
are useful steps towards mitigating the risks affecting Murabaha financial 
transactions.  
This chapter has reflected on the associated legal risks of Murabaha 
transaction and their causes and consequences. In addition, the findings provide 
useful ways to deal with legal risks affecting banking institutions that deal with 
Sharia-compliant products and services. Banking institutions assess the risks in 
Murabaha transactions that influence the contracting parties. On the basis of the 
research findings, it is concluded that the legal risks of Murabaha 
transactionscan reasonably be controlled, and whether or not they are entirely 
avoidable can also be determined. The work conducted in this thesis 
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providesbeneficial information for prospective investors to assess risks and 
returns and provides a basis to identify the benefits of making an investment in a 
Murabaha transaction. The associated costs in terms of risks and subsequent 
losses have also been analysed to provide recommendations about how to deal 
with different legal risks. It can be summarised that Islamic financial transactions, 
especially Murabaha, can efficiently comply with modern demands, meet 
investors’ requirements, and avoid the legal risks currently associated with these 
transactions, by dealing with the causes of the risks. Effective dealing with the 
causes of and constraints to the risks affectingMurabaha transaction is required 
primarily to secure the interests of investors. Identifying and improving the 
existing formulation of the Murabaha laws to make them fit for the modern 
context is also needed urgently to maintain investors’ loyalty and confidence in 
this transaction.  
 Based on the findings, it can be concluded that the Murabaha contract is 
not suitable for the contemporary world due to its antiquated format, which has 
not been updated. However, growth of Islamic finance keeps up demand of 
Murbaha financing. For this reason, Murabaha contracts need to be amendments 
and updated, so that it has been implemented in respect to the requirements of 
the contemporary period. MurabahaMurabaha. This will require developing a new 
version of theMurabaha format by the Sharia Board to lessen and mitigate the 
legal risks associated with the contract that have an impact on the involved 
parties. 
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Annexes 
Annex 1 
 
TRANSLATION 
 
 
IN THE NAME OF GOD THE COMPASSIONATE THE MERCIFUL 
 
 
 
Re: Adoption of Profitable Resale & Its Models  Enclosures: 6 
 
Decision of the Legitimate Committee No. (34) 
 
Thanks be to God Almighty, and prayers and peace be upon our Prophet 
Muhammad and all His relative and companions, and further: 
 
The Legitimate Committee of Bank Albilad, in its meeting (the twenty-third 
after the bicentennial) held on Monday 24/07/1426A.H., corresponding to 
29/08/2005A.D., in the city of Riyadh at the headquarters of the bank, has 
viewed the final version of Adoption of Profitable Resale &Its Models 
presented by the banking group of companies. 
 
After deliberation, discussion, and viewing the “Rules of the Profitable 
Resale Contract” issued by the Legitimate Committee in Decision No. (15), 
and studying models of “Request for Profitable Resale,” “Pledge of 
Purchase,” “Sale Contract,” and the remaining models related to 
“Profitable Resale,” as well as carrying out the necessary amendments 
relating thereto, from the seventy-five after the century, held on Saturday 
04/05/1426A.H. to the seventy-eight after the century held on Tuesday 
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07/05/1426A.H., the Committee decided on its permission in the format 
attached to the decision, and stresses the importance of commitment to 
“Rules of the Profitable Resale” issued by the Legitimate Committee in 
Decision No. (15), and “Rules of Credits & Collection” issued by the 
Legitimate Committee in Decision No. (48). 
 
May God grant success to all and make the work to His satisfaction, with 
God’s knowledge, and prayers be upon our Prophet Muhammad and His 
relatives and companions. 
 
The Legitimate Committee 
Dr Abdullah Bin Mousa Al Ammar (Member); Dr Abdul Aziz Bin Fozan Al 
Fozan (Member) 
(Signature)     (Signature)   
 
Dr Yousif Bin Abdullah Al Shibaili (Member); Dr Mohammed Bin Saoud 
Alusaimi (Member &  
      Secretary) 
(Signature)     (Signature) 
 
(Four signatures) 
PO Box 140, Riyadh. (11411) 
Kingdom of Saudi Arabia 
Tel: (+96611) 291 888 
Fax: (+96611) 291 5101 
 
________________________________________________________________
________________________ 
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This translation has been done to the best of our knowledge and ability of 
the 
Bank Albilad letter re. Decision of Legitimate Committee Decision No. (34).  
 
 Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
288 
 
Annex 2 
 
TRANSLATION 
 
 
 
Under incorporation      
 Shari’agroup         
________________________________________________________________
_____________________  
 
Founder working group 
________________________________________________________________
____________________________________  
 
IN THE NAME OF GOD THE COMPASSIONATE THE MERCIFUL 
 
REGULATIONS OF THE PROFITABLE RESALE CONTRACT 
 
Terminology: 
 
 The first seller:   The seller to the bank, who might be 
the exporter of the goods in external contracts. 
 The committed topurchase: The client, or claimant of goods, 
ordering the purchase. 
 Second seller:   The bank 
 Phase of promise:   Starts at the client’s order to 
purchase the goods,until the bank’s purchase thereof. 
 Phase of ownership:  Starts at the bank’s purchase of the 
goods until the client’s sale thereof. 
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 Phase of sale:   Starts at the bank’s sale to the client 
until settlement of the instalments. 
 
Phase of commitment topurchase:   
 
 The bank may purchase the goods based on the request by its client, 
as long as this is in compliance with the Sharia regulations of the 
sale contract. 
 
 The party committed to purchase may request the bank to buy the 
goods from a specific source only, and the bank has the right to 
apologise to process the transaction in the event of the client’s 
refusal of other, more suitable, offers by the bank. 
 
 The party committed to purchase has the right to give specifications 
about the goods to be bought by profitable resale due to the fact he 
is the party who will eventually purchase the goods by profitable 
resale. 
 
 The bank may make documentary credit in the form of profitable 
resale for the party ordering the purchase,and enter into partnership 
with the applicant for the credit in the part that is not covered upon 
establishment of the credit. 
 
 The bank may not establish documentary credit based on the client’s 
request and account and then, upon arrival of the goods in the name 
of the client who imported them, exchange the previous credit for 
profitable resale. 
 
 One document may be prepared and duly signed by the client that 
includes the desire and promise to purchase, and there is no 
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objection to it being a request that depends on the bank and is 
signed by the client. 
 
 The promise document should not cover or hold a provision for a 
binding promise for both parties or one thereof. 
 
(Four signatures) 
 
________________________________________________________________  
Tel: (+96611)2730054; Fax: (+96611) 2730057; PO Box, 301701, Riyadh. 
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 The bank should not obtain a binding undertaking from the client to 
purchase the goods, or an agreement that determines the profit ratio 
in the profitable resale contract prior to signing the contract or a 
similar document with a binding description. 
 
 The client may receive offers of prices for goods, whether addressed 
to him personally or not addressed at all, which would then be 
considered directional and not an acceptance.  It is preferable for 
these offers to be in the bank’s name in order for them to be 
considered an acceptance from the seller, which would then remain 
valid until the end of the specified period. If an acceptance is issued 
by the bank, then the sale is automatically contracted between the 
bank and the seller. 
 
 If the client issues a response of acceptance to the seller’s first 
response, whether addressed to him personally or not addressed at 
all, the bank would therefore not have the right to carry out the 
profitable resale procedure to the party ordering the purchase. 
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 Any previous contractual correlation between the client ordering the 
purchase and the first seller, if any, must be cancelled, and this 
dismissal by the two parties must be genuine and not fictitious. The 
contract concluded between the client and the first seller must not 
be transferred to the bank. 
 
 There should not be a deferred profitable resale procedure in gold, 
silver, or currency. 
 
 It is not permissible to issue cheques that are negotiable for debts of 
the profitable resale or others, if the substitute of these cheques 
derives from credits. However, if it is for the purchase of goods, then 
it is permitted. 
 
 Renewal of the profitable resale of the same goods is not 
permissible. 
 
 The bank and the client ordering the purchase after the promise and 
prior to conclusion of the Profitable Resale Agreement can amend 
the clauses of the promise from what they were, whether for the 
purpose of profit or another purpose. 
 
 In the event of the bank fearing that the client will purchase, then the 
bank may purchase the goods optionally, to be able to return the 
goods when necessary. 
 
 The client may not be granted an authorisation to purchase on behalf 
of the bank and sell the same to himself with an agreed profit within 
a maximum limit, which is known as a rounded profitable resale. 
 
 The bank may notify its client at the start of the dealing that the client 
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would obtain a profit at such-and-such a rate during the period of the 
promise. 
 
 The bank can enter as a partner with the client for the purchase of 
certain sold goods, and there is no objection to the bank selling its 
share as a profitable resale to the client after finalising the purchase 
by the two partners and the receipt of the dividends. 
 
 Agreement is permissible between the bank and the client to enter 
into partnership in a project or a specific deal with the promise from 
each to the other – a non-binding promise – to purchase the other’s 
share on a date after the current or deferred profitable resale, at the 
market price, or for an agreed amount, subject to this being in a new 
contract. 
 
The specimen in the profitable resale 
 
 The bank may not purchase the goods from the party promising the 
purchase and at the same time sell them to that party by a profitable 
resale at a higher price, because this is legitimately forbidden. The 
bank needs to ascertain that the first buyer is a third party, and not 
the client or his agent. If the first seller happens to be the client or 
his agent, then the sale becomes void. 
 
 There may not be a conversion to sell the goods, such as the client’s 
establishment or his company being in the name of his wife or a 
relative, such as his son, his father, or brother, when it is in reality 
owned by the client himself, in which case the bank may not sell 
what was bought from the client if that is known to the bank, whether 
by profitable resale or partnership. On the other hand, if that 
company or establishment is wholly or partially owned by a relative, 
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then there is no objection to the bank selling to the client’s relative, 
because the pact of each party is independent from the other, and 
thus the conversion is no longer required. 
 
 If the party from whom the bank will be buying the goods is partially 
owned by the ordering body or not, or the ordering body is partially 
owned by the buyer, then the following will be considered: 
 
 If the purchase order does not indicate that the goods should be bought 
from a specific company, then the bank may purchase the goods from any 
company, even if the ownership of the ordering party represents the 
majority, or if the selling company itself owns the majority of the ordering 
company because the possibility of a complicity would then be negated. 
(Four signatures) 
________________________________________________________________  
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 Otherwise, if the ordering party indicates the goods are to be purchased 
from a company partially owned by the ordering party, if that party has a 
small percentage of the company, but not reaching one half, then similarly 
to any shareholder requesting purchase of the goods from a company in 
which he holds shares, there is no prohibition on itbecause the possibility 
of the complicity is very limited. However, if he has a majority of shares or 
vice versa, the transaction would then be illegitimate due to the possibility 
that the target is financial improvement and not related to the goods. In 
the exceptional circumstances that the goods in the required 
specifications are only available at that particular company, then the 
purchase is allowed for those particular goods. 
 
 The bank may not enter into a profitable resale arrangement if 
complicity of any type is clear between the purchase-promising party 
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and the seller. 
 
 The sample legitimately forbidden is materialized if the seller is an 
agent of the party promising the purchase because a purchase from 
the agent is the same as a purchase from the originator himself. 
 
Commissions and expenditures: 
 
 It is not legitimate for an agreement to be entered into by the bank and the 
client to charge correlation commission, which is whether the bank grants 
facilities for the client to finance the profitable resale under a specific 
cover, and the client does not use the whole cover, and the bank then takes 
from the client anagreed percentage for non-use. 
 
 If profitable resale by the party ordering the purchase is completed 
by way of collective funding, then the bank that is organising the 
transaction can charge a fee thereof, which the participants in the 
finance should bear. 
 
 The party promising the purchase should be charged with any of the 
expenses and commissions relating to the letter of credit in the case 
of the original seller not implementing his commitments. 
 
 The bank is not to obtain from the client an undertaking for the 
addition of an unknown matter for the price of the goods after 
signing the contract because this would entail ignorance of the price, 
which is legitimately not permitted. 
 
 The bank has no right to deduct the additional expenses of the 
contract from the client’s account without his notification and 
acceptance. 
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The goods in the profitable resale: 
 
 The bank should ascertain that the goods being sold by profitable 
resale are legitimately permitted, because it is not allowed to enter a 
profitable resale for items such as alcohol, forbidden sacrifices, pigs, 
statues, and others. 
 
 The goods promised to be bought by profitable resale may be shares 
in a company, subject to their compliance with the permitted shares 
regulations. 
 
 The goods promised to be bought may be moral rights, such as a 
trade name, trademark, ingenuity invention, and others, because 
these are legitimate, can be dealt with, and can be transferred by 
offers. 
 
 The profitable resale may be in benefits where the bank rents the 
benefit then sublets the same to the client with additional 
information. 
 
 The goods of the profitable resale cannot be charges for separate services, 
such as charges for commissions, insurance, and transport, because they 
are not supposed to be items for sale.  On the other hand, this could be the 
case if the service charges were included in the price of the goods. 
 
The guarantees relating to the commencement of the transaction: 
 
 The bank cannot hold the client responsible for bearing risks for the goods 
he ordered for purchase, and not accept an undertaking from him. 
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 The client who ordered the purchase cannot be responsible for bearing 
guarantees for damages or destruction incurred on the goods during the 
shipping or storage period. 
 
 The bank cannot take from the client, in any manner, any cash sum at the 
stage of the promise, whether on the margin of seriousness, as an 
advanced guarantee payment on account of the price of the goods that the 
client will purchase, as a deposit, or any other cash sum. 
 
 The bank cannot take from the client promissory notes or deed orders. 
 
(Four signatures) 
________________________________________________________________  
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 The bank can request the client who is ordering the purchase to transfer 
his salary to the bank during the period of the promise, on the condition 
that that salary does not remain with the bank for a specific period prior to 
the purchase of the goods. 
 
 The bank can request the client who is ordering the purchase to provide a 
guarantor during the period of the promise, subject to binding this 
guarantor with the sale of the goods to the client and ascertaining the debt 
to be due to him. 
 
 It is permitted to speed up submission of the guarantees in the promise 
period, such as a warranty, mortgage or other, subject to it not being used 
until the profitable resale contractis signed. 
 
Ownership phase: 
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 The bank cannot sell goods in a profitable resale prior to its 
ownership thereof. The signing of the profitable resale contract 
should not take place prior to contracting the first buyer for the 
purchase of the profitable resale goods and taking into possession 
the goods in reality, or by a judgment empowerment, or handing over 
the documents authorising the takeover. The sale by profitable resale 
is considered illegitimate if the first purchase contract is void and 
unsuitable to be an estate of the bank. 
 
 The contract between the bank and the seller can take place via a 
meeting of the two parties and concluding the sale contract, directly 
after negotiation of its details. It is also permitted for the contract to 
be concluded via two notices of mutual affirmation and acceptance 
in writing or through correspondence in any manner of modern 
communication commonly used according to its known rules. 
 
 Originally, the bank itself should purchase the goods directly from 
the seller, and it is also permitted to do this through an agent other 
than the party ordering the purchase. 
 
 The bank cannot authorise its client in the purchase to sell the 
profitable resale to the party ordering the purchase. 
 
 The two parties can come to an agreement, upon the authorisation of 
the bank to others to purchase the goods, for the authorisation not 
to be public, so that the agent can act as an interent before the other 
parties, and also to manage the purchase directly in his name, but 
for the benefit of the bank, the authoriser; however the disclosure of 
the agent in his real capacity is best. 
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 The sale does not have to be registered in the bank’s name because 
the ownership of the sale is transferred to the bank by the contract 
and does not need to be registered, which is merely a legal 
procedure to confirm the contract. 
 
 The documents, contracts, and paperwork, which are issued upon 
conclusion of the sale contract, are not to be in the name of the 
client.  However, the client’s name can be mentioned in the shipping 
policy, together with the name of the bank or its agent as a 
precautionary measure. 
 
The bank’s receipt of the goods 
 
 The bank’s receipt of the goods needs to be checked as being a 
genuine procedure or through a judgment prior to the bank selling 
the same to itsclient by profitable resale from the party ordering the 
purchase. 
 
 The guarantee is transferred from the first seller to the bank by 
receipt or by enabling the same. The separation point at which the 
goods’ guarantee is transferred from the first seller to the bank and 
from the bank to its agent should be clarified during the period of the 
transfer from one party to the other. 
 
 The method of receipt of items can vary according to their condition 
and the different traditions relating to its receipt. Just as the receipt 
can be physical, by accepting it by hand, or transporting or 
transferring it to the recipient or his agent, it can also take the form 
of a judgement and intention, together with the ability to act 
accordingly, if there is no sense of receipt of the portables, if any. 
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 A receipt by judgment of the bank of its agent of the shipping 
documents upon purchase of the goods from the foreign market, as 
well as its receipt of the storage certificates which designate the 
goods from the stores –a procedure that needs to be carried out by 
suitable and reliable methods. 
 
 Sorting out the goods bought by the bank at the seller’s storage 
facilities in a specific manner means that it is considered that they 
have been correctly received, if one of the following matters has 
been observed: 
 
 If the sorting procedure is previewed by a bank delegate. 
 
 If the bank receives documents to prove its ownership of the sorted goods. 
 
(Four signatures) 
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 If the goods are numbered, which numbers of the sorted goods are 
registered in favour of the bank. 
 
 Originally, the bank itself should receive the goods from the seller’s 
stores or from a place specified in the delivery terms. The bank can 
also authorisesomeone other than the first seller and the party 
ordering the purchase to carry out that procedure on its behalf. 
 
 Insurance for the goods of the profitable resale is the responsibility 
of the bank in the ownership phase, which it carries out at its own 
expense as the owner of the goods. The bank is also responsible for 
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the risks incurred relating thereto, and the compensation, if any, 
goes to the bank alone, to which the client has no right prior to the 
transfer of ownership to the client. The bank has the right to add the 
expenses to the sale cost afterwards, and then to the price of the 
profitable resale, subject to the insurance being cooperative. 
 
Sale phase: 
 
 The bank has to conclude a profitable resale contract separately to 
the promise topurchase, which should not be considered a bargain 
sale. 
 
 The bank should not make the profitable resale contract 
automatically concluded by merely owning the goods; the bank is 
also not to bind the client who is ordering the purchase to receive 
the goods and settle the price of the profitable resale in the event of 
his refraining from concluding the profitable resale contract. 
 
 The bank can disclose the price of the goods and its profit in the 
profitable resale to the party that ordered the purchase, subject to 
the total price of the goods being specified and known to the two 
parties when signing the sale contract. It is not permitted in any way 
to link the determination of the price or gain in a future order, such 
as an indication of (libor) or (sibor). There is no objection to 
mentioning the indications known during the promise phase to be 
used in determining the rate of profit, subject to the profit being 
specific, and when the profit does not remain linked to the indication 
or the time. 
 
 The bank and the client who is the party pledging the purchase upon 
conclusion of a profitable resale contractare to agree on amendments to 
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the contract articles away from what was agreed on in the promise, 
whether in relation to the term, profit, or other. 
 
 Agreement can be reached for settlement of the goods’ price in the sale of 
the profitable resale for the party ordering the purchase, in convergent or 
spaced instalments, when the goods’ price becomes a debt due by the 
client and should be settled at the time agreed upon. It is not permitted to 
request an increase later due to an increase in the term or lateness, with or 
without a reason. 
 
 The bank can give a condition to the client, in the profitable resale contract, 
that in the event of his receipt of the documentation relating to the subject 
goods, the guarantee for the goods are transferred to the bank, merely by 
the contract. The bank can also prove to the client an option of deficiency 
in the description, if such a description appears to be in breach of the 
documentation. 
 
 A term can be determined in the profitable resale contract to release the 
bank from the responsibility of a hidden defect – which is known to the 
bank upon sale –called a “sale of quittance.” 
 
 If the bank does not condition its quittance from old hidden defects which 
appear after the contract, then its responsibility is limited to the old hidden 
defects, without the occurring ones. 
 
 The bank can condition the client that if the client refrains from taking over 
the goods on the specified date after the conclusion of the profitable resale 
contract, then the bank has the right to terminate the contract or sell the 
goods on behalf of the client for his account and charge the costs from the 
price, after which the bank will reimburse the balance, if the price is not 
sufficient. 
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Guarantees of the profitable resale and handling debts: 
 
 The bank can condition the client to accept the occurrence of due 
instalments prior to their maturity if the client does not settle the 
instalments without an appropriate reason. The bank must disclaim, 
on this occasion, part of the entitlements, subject to not being 
conditioned in the contract. 
 
 The bank can request that the client guarantees are legitimately 
indicated in the profitable resale contract of the party ordering the 
purchase, such as a third-party guarantee, or a transferred promise 
or property of the client, despite the pledge being a sum in a current 
or an investment account, or the pledge being goods, subject in the 
contract, whether the pledge is occupational or official without 
occupation. The pledge needs to be gradually resolved in 
accordance with the rate of settlement. 
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 The bank can request the client to present cheques or bonds on 
order after conclusion of the profitable resale contract of the party 
ordering the purchase, as a guarantee for the debt, subject to the 
text indicating that the bank has no right to use the cheques or 
bonds, only on the due dates of the debt, despite the cheques and 
bonds being due. 
 
 Transfer of ownership of the goods to the client cannot be 
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conditioned until after settlement of the price; thus, it is permitted to 
postpone registration of the goods in the name of the client who is 
purchaser, as a guarantee for settlement of the price, and the bank 
has to give the buyer a reversed bond to confirm its ownership of the 
goods. 
 
 The bank can, in the event of obtaining a pledge from the client, 
condition it being authorised to sell the pledge for the purpose of 
settlement from its price, without reverting to the judiciary, in the 
event of the client’s delaying settlement and his failure to handle the 
sale of the pledge himself. 
 
 The bank can state in the profitable contract of the party ordering the 
purchase that it has the right to claim from the client an increase in 
the pledge in the event of a decrease in the price of the pledge to the 
debt remaining due to him. 
 
 The bank cannot condition the client to pay a penalty in the event of 
his lateness in settlement, whether such a penalty was determined 
upon conclusion of the contract, or was agreed based on its estimate 
upon occurrence of the damage, and whether the client was 
insolvent or delayed. 
 
 Postponement of the date for settlement of the debt is not permitted 
against an increase in its value – scheduling of the debt – whether 
the client was solvent or insolvent. 
 
 The financing bank can bind the procrastinate client to bear all the 
actual expenses paid by the bank for extracting the debt. 
 
 The bank can disclaim part of the price upon the buyer’s expediting 
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settlement of his obligations if it was not accordance with a 
condition agreed on in the contract. 
 
 Rescheduling the debts can take place without an increase if it was 
in the same currency. If it was in another currency, then it is totally 
forbidden. 
 
 
 
THE LEGITIMATE COMMITTEE 
 
 
Dr Abdullah Bin Mussa Al Ammar (Member)   Dr Abdul Aziz Bin 
Fawzan Al Fawzan (Member) 
(Signature)       (Signature) 
 
Dr Yousif Bin Abdullah Al Shibaili (Member)   Dr Mohammed Bin 
Saud Al Ussaimi (Member & 
        Secretary) 
(Signature)       (Signature) 
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This translation has been done to the best of our knowledge and ability of 
the 
Founder Team Document. 
 
     
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 3 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen No. 3 
 
No.: 
 
The Respected / Director of Procedures Support Authority 
 
Re: Issue of Bank Cheque for Property Value 
 
Peace and God’s blessings be upon you, and further: 
 
As the Credit Committee has agreed, in decision no.                       dated                     
, on the purchase and sale of the plot of land in favour of the client:                                    
, for the amount of            Riyals, and for the purpose of completion of the 
land purchase procedures in favour of the bank, we kindly request you to 
issue a certified cheque, as per the following particulars: 
 
Name of beneficiary:                         (Owner of the property)            
Value of cheque:                               Riyals (only                                                                     
Riyals) 
 
For the cheque to be handed over directly to the agent of Tibba Property 
Investment Company. 
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Please accept our sincere greetings, 
 
Director of the Property Investment Authority 
 
Promotion of completion of request: 
 
Signature of the director of the Procedures Support Authority 
 
This specimen is resent after completion of the required action to the 
Property Finance Authority by Fax No. 4798118. 
 
 
 
(Six signatures) 
 
 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
letter to the director of the Support Procedures Authority.  
 
    
 
 
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
308 
 
Annex 4 
 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen No. 2 
 
No.: 
 
Messrs / (Name of Property Estate Agent) 
 
Re: Evaluation of property 
 
Peace and God’s blessings be upon you, and further: 
 
Approval has been given by us for the purchase and sale of plot of land no.                        
, block no.              , of plan no.                   , district                             , (a copy 
of the deed is enclosed), 
 
We kindly request you to evaluate the above-mentioned land and advise us 
of the outcome of your evaluation, as per the specimen relating thereto. 
 
Please accept our sincere greetings, 
 
 
Director of the Credit Control Authority 
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(Six signatures) 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
letter to the Property Estates Agents 
      
 
 
 
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 5 
 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen No. 5 
 
No.: 
 
The Respected / Director of Credit Control Authority 
 
Re: Calculation of Indebtedness 
 
Peace and God’s blessings be upon you, 
 
As the Credit Committee has agreed in decision no.                  on                        
the purchase and sale of the plot of land in favour of the client                              
, for the sum of                             Riyals, we kindly request you to prepare 
two copies of the contract of the bank’s share sale to the client and 
despatch it to us to enable us to finalise thereof with the client’s signature, 
according to the following particulars: 
 
Value of the property  
Fees for the pursuit  
Other expenses  
Total value of the property  
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Client’s share  
Bank’s share  
Profit margin (% decremental)  
Total profit  
Total indebtedness  
Method of payment  
Value of instalment  
Date of firstinstalment’s maturity  
Date of Instalment maturity  
 
 
Please accept our sincere greetings, 
 
Director of the Property Finance Authority 
 
 
(Six signatures) 
 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
second letter to the director of the Credit Control Authority.  
 
     
 
 
 
 Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 6 
 
TRANSLATION 
 
 
 
 
 
Date:             /      /           AD      
 Specimen No. 6 
 
No.: 
 
 
The Respected / Director of the Credit Control Authority 
 
 
Re: Authorisation for deduction of advance payment (participation share) 
 
 
Peace and God’s blessings be upon you, 
 
 
As per the approval no.                          dated                       for the purchase 
and sale of the property in our favour (participation in the purchase of a 
property) for the amount of                                 Riyals and in an advance 
payment (participation share) by us amounting to                         Riyals: 
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We authorise you to deduct the advance payment (participation share) in 
the above-mentioned amount from our account at Bank AlBilad No.                          
. 
 
Please accept our sincere greetings, 
 
Name: 
 
Signature: 
 
 
 
 
 
 
 
 
(Six signatures) 
 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
third letter to the director of the Credit Control Authority. 
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 7 
 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen No. 7 
 
No.: 
 
The Respected / Director of the Credit Control Authority 
 
Re: Deduction of an Advance Payment / Participation Share 
 
Peace and God’s blessings be upon you, 
 
As per the approval of the Credit Committee no.                          dated                       
for the purchase and sale of the property in favour of the client                                   
, for the sum of                                                  Riyals, and for the completion 
of the credit approval, we request deduction of an advance payment from 
the client’s account as per the following particulars and to support that 
with a signature on a copy of this letter to be returned to us: 
 
Amount of advance payment:                                        Riyals (only                                                           
Riyals) 
 
Account No.: 
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Please accept our sincere greetings, 
 
Director of the Property Finance Authority 
 
Promotion of completion of request: 
 
Signature of the director of the Procedures Support Authority 
 
This specimen is resent after completion of the required action to the 
Property Finance Authority by Fax No. 4798118. 
 
 
 
(Six signatures) 
 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
fourth letter to the director of the Credit Control Authority. 
 
 
 
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 8 
 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen No. 9 
 
No.: 
 
The Respected / Director of the Credit Control Authority 
 
Re: Settlement of property indebtedness 
 
Peace and God’s blessings be upon you, 
 
As per the approval of the Credit Committee no.                          dated                       
for the purchase and sale of the property (jointly) of the plot of land in 
favour of the client                                   , for the sum of                         
Riyals, 
 
and because the client wishes early settlement of the full indebtedness of 
the property financed to him, we wish to advise you that the balance of the 
client’s indebtedness after settlement will be as follows: 
 
Full amount of indebtedness (value of 
the property + indebtedness) 
 
Settled  
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Retrieved profit  
Balance of indebtedness  
 
We therefore expect settlement of the balance amount of the client’s 
indebtedness and advise us thereof via the enclosed specimen. 
 
Please accept our sincere greetings, 
 
Director of the Property Finance Authority 
 
Promotion of completion of request: 
 
Signature of the director of the Procedures Support Authority 
 
This specimen is resent after completion of the required action to the 
Property Finance Authority by Fax No. 4798118. 
(Six signatures) 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
fifth letter to the director of Credit Control Authority. 
 
 
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 9 
 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen No. 10 
 
No.: 
 
The Respected / Director of the Credit Control Authority 
 
Re: partial settlement of property indebtedness 
 
Peace and God’s blessings be upon you, 
 
As per the approval of the Credit Committee by decision no.               dated                     
on the purchase and sale (jointly) of the plot of land in favour of the client                                                        
, for the sum of 
Riyals, 
 
and because the client wishes for partial settlement of the indebtedness of 
the financed property to the sum of 
Riyals, and for it to be deducted from his account no.                              : 
 
, we therefore request payment of the above sum from the client’s account 
and to promote the same to us for completion, as well as to advise us of 
the remaining amount of the client’s indebtedness after settlement. 
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Please accept our sincere greetings, 
 
Director of the Property Credit Authority 
________________________________________________________________
____________________________  
 
Promotion for completion of the request: 
 
The deduction has been made as mentioned above, and the calculation of 
the balance of the client’s indebtedness been calculated in                                 
Riyals to be settled consecutively in              instalments, the first 
instalment being due on                              and the final instalment on                            
. 
 
Director of the Procedures Support Authority 
 
This specimen is resent after completion of the required action to the 
Property Finance Authority by Fax No. 4798118. 
 
(Six signatures) 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
sixth letter to the director of Credit Control Authority.  
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 Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 10 
 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen no. 11 
 
No.: 
 
 
Messrs: 
 
Re: Partial Clearance 
 
Peace and God’s blessings be upon you, and further: 
 
With reference to the bond order no.                      issued on                             
for the sum of 
Riyals, due for payment on                             , drawn from the respected  
on favour of Bank AlBilad. 
 
We confirm, as per this clearance, that a payment of                               
Riyals (only 
Riyals) has been made from this bond in our favour, duly deducted from 
your account no. 
, by which the remaining balance of the bond order due for payment is                     
Riyals (only 
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Riyals) to be paid on                           , and this is our confirmation thereof. 
 
Please accept our sincere greetings, 
 
Director of the Property Credit Authority 
 
 
 
 
 
 
 
 
 
(Six signatures) 
 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the letter re. Partial Clearance.  
 
     
 
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 11 
TRANSLATION 
 
 
 
 
Date:             /      /           AD      
 Specimen no. 4 
 
No.: 
 
The Respected / Legitimate Agent for the Tibba Investment Company 
 
Re: Evacuation of Property 
 
Peace and God’s blessings be upon you, and further: 
 
As the Credit Committee has agreed, in decision No.                       dated                     
, on the purchase and sale of the plot of land in favour of the client                                   
, for the amount of            Riyals, and for the purpose of completing the land 
purchase procedures in favour of the bank, we kindly request you to 
evacuate the property described below for the Tibba Property Investment 
Company, taking into consideration the complete evacuation of the 
property in the presence of the owners thereof as mentioned above or their 
joint agents, and to advise us upon completion: 
 
Name of owner:                       (owner of property) 
Value of the property:                              Riyals (only                                                             
Riyals) 
Cheque no.:         issued by                             on        /    /        AH 
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No. of plots:                              Area:                                   Holding             
buildings 
Fees for the pursuit: Cost                          Riyals in favour of                                                            
. 
 
Please accept our sincere greetings, 
 
Director of the Property Finance Authority 
 
Promotion for evacuation: 
Cheque no.:                                  dated 
Signature: 
Enclosures: copy of cheque / Valuation of the property 
 
This specimen is resent after completion of the required action to the 
Property Finance Authority by Fax No. 4798118. 
 
(Six signatures) 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
letter to the legitimate agent for the Tibba Investment Company. 
 
     
 
 
 
 
 
 Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 12 
 
TRANSLATION 
 
 
      Notification of the arrival of goods 
promised for purchase 
________________________________________________________________
_____________________  
 
 
         
 
 
 
 
The Honourees, 
 
God’s peace, blessings, and mercy be upon you: 
 
With reference to your pledge of purchase on      /     /         in respect of the goods 
from the exporter                                              , and whereas: 
 
 
the mentioned goods in their relative specifications have arrived on         /      /          as 
per bill of landing no. 
atport / airport                                         on steamer / airline 
 
(For credit of external profitable resale) 
 
 
 
Date: 
Branch: 
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the mentioned goods have been handed over to warehouse                                          as 
per delivery note / bill       
no.  
 
(For credits of external profitable resale) 
 
They are ready to conduct the profitable resale contract with you for the price 
specified in the “Statement of Cost of Goods” relating thereto, after which they will be 
handed over to you. 
 
Kindly contact us as soon as possible in order to carry out the necessary steps. 
 
Please accept our sincere greetings, 
 
 
 
 
Clerk in charge                                               Seal of centre                                           
Director of centre 
 
 
 
(Four signatures) 
 
________________________________________________________________
____________________________________  
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
PO Box 140, Riyadh, 11411. KSA. 
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________________________________________________________________
________________________ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
notification of the Arrival of Goods Document. 
     
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 13 
 
TRANSLATION 
 
 
       Statement of Cost of Goods of 
Profitable Resale 
________________________________________________________________
_____________________  
 
 
         
 
 
 
 
The Honourees, 
 
God’s peace, blessings and mercy be upon you: 
 
Our Reference: Request for Profitable Resale on         /     / 
 
Below are the detailed particulars of the clarification of the mentioned profitable 
resale, as well as the value of the bond due for settlement on         /      /          . 
 
 
Particulars ??? Riyals 
Cost of documentation                          Costing: 
Expenditures 
 
 
Date: 
Branch: 
332 
 
Insurance 
?   Issue of credit 
?   Telex 
?   Post 
?   Amendment 
Cost of goods 
(X) Rate of profit           % for a period of 
Total value of sale of goods 
 
Bond no. in favour of: Date of entitlement Amount of bond in favour 
of: 
 
 
  
 
Kindly peruse the above particulars and adhere to the date of settlement 
for the amount of the bond on the due date. 
 
 
Clerk in charge                                               Seal of centre                                           
Director of centre 
 
________________________________________________________________
____________________________________  
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
P O Box 140 Riyadh 11411, KSA. 
(Four signatures) 
 
________________________________________________________________
________________________ 
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This translation has been done to the best of our knowledge and ability of 
the 
 
particulars of the Cost of Goods Document 
      
 
 
Annex 14 
 
TRANSLATION 
 
 
          Partial 
clearance 
________________________________________________________________
_____________________  
 
 
         
 
 
 
 
The Honourees,                                                                                                                                                
(The client) 
 
God’s peace, blessings, and mercy be upon you: 
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
 
Date: 
Branch: 
334 
 
With reference to bond no.                   issued on                         to the sum of          
which is due for payment on                                withdrawn from the Honouree                                   
in favour of Bank AlBilad. 
 
We ratify by this clearance document that the sum of                              (only                                                                  
Riyals) has been settled from this bond in our favour and deducted from your current 
account no.                                  from our branch                                    . 
 
Therefore, the remaining balance of the bond ordering the settlement is                                   
(only 
Riyals), which is due for settlement on                         
 
This is our ratification for the above. 
 
Issued on              /       /        . 
 
 
 
 
 
Clerk in charge                                               Seal of centre                                           
Director of centre 
 
 
 
 
 
 
________________________________________________________________
____________________________________  
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Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
PO Box 140, Riyadh, 11411. KSA. 
 
(Four signatures) 
 
 
________________________________________________________________
________________________ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
Partial Clearance Document. 
 
Annex 15 
 
TRANSLATION 
 
 
 
Particulars of Property & Statement of Prices    
 Specimen no. 1 
 
Particulars of property 
No. of deed                                   Issued by                                       Date of 
issue 
City:                                              District:                                         Name of 
street                               
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Block:                                           Plot no.                                          Area in 
sq.m 
 
Particulars of estate 
Name of owner Percentage of 
ownership 
Identification no. 
1.   
2.   
3.   
4.   
5.   
 
Value of the property 
Value of the property 
in numbers 
 
Value of the property 
in words 
 
 
Fees for the pursuit: 
Total cost of pursuit: 
We, acknowledge: 
 
Name  Percentage Cost of pursuit (Riyals) 
1.   
2.   
3.   
 
That we are the only beneficiaries of the pursuit of the property at the 
percentages and value referred to above, and we bear the responsibility for 
any beneficial claim issued by other parties. 
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Name:     Signature: 
Date: 
 
(Six signatures) 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
Particulars of Property &Prices.  
      
 
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 16 
 
TRANSLATION 
 
 
          
 Promise for purchase 
________________________________________________________________
_____________________  
 
        
 
 
Thanks be to God Almighty, and prayers and peace be upon our Prophet 
Muhammad and all His relative and companions, and further: 
 
On the day               /    /            , corresponding to             /    /            , in the 
city of                      , an agreement was concluded between each of:   
 
1. Bank AlBilad, a Saudi joint stock company, Trade Register No. 
1010208295 issued on 10/03/1426 AH, its address: Riyadh PO Box 
1404, Riyadh, Postal Code 11411, Telephone 479888, Fax 4798898 
Represented in this agreement by Mr                              , in the capacity of                             
       first party, referred to hereafter 
as (Bank) 
2. Company/Establishment                         , established in accordance 
with the regulations in force in                         , according to Trade 
Register No.             , issued on      /     /         , its headquarters being                       
, its address: PO Box       , Postal Code         , Telephone                          
, Fax 
 Branch: 
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Fax                        , represented in this venerable pledge                                                  
, in the capacity of                  , Status/Residence card no.                   , issued 
on                       
       second party, referred to in this 
pledge as (client) 
 
Preface: 
Whereas the client applied to the bank for a request to purchase the item 
described in the attached (Request for Profitable Resale) dated      /     /        
, and the client promising the bank the purchase according to the 
following: 
 
First:  Rate of Profitable Resale 
The client promises the bank to purchase the item described in the 
(Request for Profitable Resale) after its possession by the bank at the 
actual cost which is borne by the bank in addition to a profit at the rate of       
% of the mentioned cost. 
 
Second: Expenses, Losses, and Damages 
 The bank bears any expenses, losses, or damages relating to the 
item until sale to the client. The client is not to bear any of these 
prior to signing the sale contract. 
 The bank is not to be responsible for any losses or damages 
incurred by the client in the event of the bank’s failure to provide the 
item requested by the client, because it was merely a pledge between 
the two parties and is not binding for them. 
 The client bears all losses and damages incurred by the bank in the 
case of submitting incorrect particulars, information, or 
documentation. 
 
Third:  Undertakings 
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 The client undertakes not to own a company or an establishment 
(exporter/seller) or any part of which exceeds 30% of its capital. 
 The client undertakes non-existence of any contract between him 
and(exporter/seller) for purchase of the item pledged to be bought 
profitably, whether via written, verbal, or other. The client will bear 
full responsibility and expenses if it proven otherwise. 
 
(Four signatures) 
________________________________________________________________
____________________________________  
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
PO Box 140, Riyadh, 11411. KSA. 
 
 
 The client promises to approach the bank for the purchase of the 
item and to sign the sale contract within a period not exceeding three 
working days from the date of notification, otherwise the client will 
be considered in breach of the promise and the bank will be able to 
deal with the item pursuant to the interest of the bank. 
 
Fourth: Notifications and notices 
1- The address indicated at the start of this pledge for each party is the 
formal address. 
2- All notifications and correspondence between the parties are to be 
despatched via fax, personal hand delivery, or any method adopted 
by the bank, to the addresses indicated at the start of this pledge, 
unless otherwise agreed in writing. 
3- The client undertakes to notify the bank in writing in the event of any 
change in its addresses indicated to the bank. 
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Fifth:  Reference of litigation 
 This pledge is subject to and interpreted in accordance with the 
provisions of the Islamic Sharia, Regulations and Rules in force in 
the Kingdom of Saudi Arabia. 
 The documentary credits, if any, which are established pursuant to 
this pledge are subject to the uniformed assets and practices of the 
amended documentary credits in (1993A.D.) Issue (500), and the 
subsequent amendments not contrary to the provisions of the 
Islamic Sharia. 
 In the event of a dispute or controversy between the parties, God 
forbid, it should be resolved amicably. 
 In the event of an amicable resolution, arbitrament in the dispute is 
to be carried out by the Sharia courts in the Kingdom of Saudi 
Arabia. 
 
Sixth:  Copies of the pledge 
This pledge has been issued in two identical copies, each of which has 
been signed by both parties and handed over to them. 
 
Blessings and peace be upon our Prophet Muhammad and all His relatives 
and companions. 
 
 
 
 
 
 
 
First party (Bank)                                                                        Second party (Client) 
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Represented by:                                                                            Represented by: 
 
Signature:                                                                                     Signature: 
 
 
 
 
 
 
 
 
 
 
 
(Four signatures) 
 
 
________________________________________________________________
___________________________________  
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head office: 
PO Box 140, Riyadh, 11411. KSA. 
 
 
________________________________________________________________
________________________ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
 
343 
 
 
Promise for Purchase Document 
      
 
 
  
 Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 17 
 
TRANSLATION 
 
 
          
 Specimen No. 8 
Request for Early Settlement 
 
With reference to the Contract of Property Sale                   dated     /    /       
A.D., I advise you of my wish to settle all my indebtedness incurred by this 
contract, and kindly request you to put aside part of my indebtedness upon 
my notification thereof. 
 
Client: 
Name:      Signature: 
Date:       /      /        A.D. 
________________________________________________________________
_____________________  
 
For the use of the Banking Group for Companies 
Date:         /       /          A.D. 
 
(    ) We have no objection to accepting the early settlement and advise you 
that you have to settle 
Riyals. 
(    ) We refuse your request 
 
Specialised clerk: 
Name:                                                                     Signature: 
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Director of Property Finance Authority: 
Name:                                                                     Signature: 
Director general of the Banking Group for Companies: 
Name                                                                      Signature: 
________________________________________________________________
____________________  
 
For the use of the client in the event of the authority’s approval of his 
request: 
(    ) I agree, subject to deduction of the requested sum for early settlement 
from my account to your bank no.:                                 Branch: 
(    ) I do not agree, and shall continue settlement of the indebtedness as 
per the contract. 
Name: 
Signature: 
 
This specimen is resent after completion of the required action to the 
Property Finance Authority by Fax No. 4798118. 
(Six signatures) 
 
________________________________________________________________
_____ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
Request for Early Settlement Document. 
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Annex 18 
 
 
TRANSLATION 
 
 
          Request for 
Profitable Resale 
________________________________________________________________
_____________________  
 
 
         
 
 
The Respected Director of Bank Al Bilad Branch, 
 
Greetings, 
 
We, company/establishment: ……………….., of: …………………………., 
operating in the field of: ………..……………, 
and in our capacity as one of your clients, we request purchase of the 
items specified below, and undertake to purchase them from you after your 
receipt and arrival of the same in accordance with the documentary credit 
agreement in the format of the profitable resale applicable by yourselves. 
 
Please accept our greetings, 
 
Payment terms: 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
Date: 
Branch: 
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At Sight            Shipment date               Other 
 
 
At (   ) Days from                  Negotiation date:  
 
Beneficiary (Name and address)  
 
To be established by: 
 
Courier            Full                             Brie 
Transmission             Transmission 
Date of expiry: 
(Please indicate exact date) 
Place of expiry: 
Advising bank 
 
Currency and amount            not                         Toleranc 
exceeding 
In figures: 
In words: 
All banking charges outside KSA / opening bank are for account of: 
 
Applicant                    Beneficiar 
 
 
Partial shipment/deliveries 
 
Not allowe 
 
Allowed 
 
348 
 
Transhipment 
 
Not allowe 
 
Allowed 
Presentation of documents (   ) days from 
 
Shipment date              Others (specify 
 
 
Credit is to be:             Revolving             Standb 
 
Confirmed                     Transferable 
 
Confirmation              Not required            Required 
Instructions:                       
 
Charges are 
For the account of:            Applicant               Beneficiary 
 
 
Shipment By:           Sea                     Air 
 
Please specify           Other                 Truck 
From 
To 
Latest date of shipment 
(Please indicate exact date) 
 
Trade term 
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CIF          FOB           Others                         CF 
(Please specify) 
 
Goods (brief description without excessive details): 
 
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
PO Box 140, Riyadh, 11411. KSA. 
 
(Four signatures) 
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Documents required: 
 
Si    Signed invoice(s) in triplicate, one of which must be certified by                        and 
legalised by                                
 
 
Ce   Certificate of                          origin in triplicate, one of which must be certified by                          
and legalised by      
. 
 
Packing lists i 
 
 
Certificate of weigh 
 
 
Full set of at least three original clean (on board) ocean bills of landing made out to the order 
of                        an 
 
marked freight prepaid/collect and notif 
 
Original airway bill to the order of                      signed by the carrier or his agent marked 
freight       prepai 
 
Collect and notif 
 
 
Truck consignment note showing goods consigned to us and marked freight        
prepaid           collect 
 
 
 
351 
 
Insurance policy or certificate in duplicate issued to the order of Bank AlBilad in the 
currency of this credit for 
 
at least 110% of invoice value 
 
Insurance policy:        Marine        Air certificate for CIF value plus 10% covering        Institute 
cargo clauses (A 
 
Institute war clauses                      Cargo                            Air carg 
 
Institute strikes clauses                  Cargo                           Air cargo 
 
All risks covered from warehouse to warehouse 
 
 
Other risks (Please specify) 
If CFR or FOB shipment, insurance to be covered by applicant 
Documents required 
 
In case of shipment in container, a certificate issued by the beneficiary stating that a 
label with name and fax/cable 
Telex address of the applicant, along with a copy of packing list/list of contents, has 
been affixed on the inside part 
of the container’s door. 
 
Phyto-sanitary certificat 
 
 
Inspection/analysis certificat 
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Other requirement 
 
Additional conditions: Special Instructions: 
 
Shipping mark 
 
Shipment in container 
 
Customer signature 
 
National/Iqama ID 
 
Issued from                                        Dated        
 
 
 
 
 
 
 
 
 
(Four signatures) 
 
 
________________________________________________________________
________________________ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
 
 
353 
 
Request for Profitable Resale Document.  
 
     
 Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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Annex 19 
 
TRANSLATION 
 
 
           Sale 
Contract  
________________________________________________________________
_____________________  
 
          
 
 
Thanks be to God Almighty, and prayers and peace be upon our Prophet 
Muhammad and all His relative and companions, and further: 
 
This contract has been concluded on        /      /14     A.H., corresponding to       
/     /20     A.D., in the city of                     , between each of: 
 
3. Bank AlBilad, a Saudi Joint Stock Company, Trade Register No. 
1010208295 issued on 10/03/1426 A.H., its address: Riyadh PO Box 
1404, Riyadh, Postal Code 11411, Telephone 479888, Fax 4798898. 
Represented in this contractby Mr                               , in the capacity of                             
       first party, referred to hereafter 
as (bank) 
 
4. Company/Establishment                         , established in accordance 
with the regulations in force in                         , according to Trade 
Register No.             , issued on      /     /         , its headquarters being                       
, its address: PO Box       , Postal Code         , Telephone                          
 Branch: 
355 
 
, Fax 
Fax                         
Represented in this venerable contract                                                  , in the 
capacity of                  , status/residence card No.                   , issued on      /     
/14    A.H. 
       second party, referred to in this 
pledge as (client) 
Preface: 
 
Where the client has been notified of the arrival or nomination of 
(goods/documentation of goods), and upon the client’s desire for (all the 
goods/the bank’s share of the goods), particulars of which have been 
detailed in the request and pledge topurchase the goods by profitable 
resale on                       , or the Request and Partnership Contract of                 
, the two parties, in their full competence which is considered legitimate 
and regular, have agreed on the following conditions and regulations: 
 
First:  The previous preface and the aforesaid are an integral and 
complementary part of this contract. 
 
 
Second 
The bank has sold to the client the goods described in the request and 
pledge to purchase by profitable resale          
Dated                        for a total price of                   (only                                                                                                
). 
 
The bank has sold to the client its share of the good amount to      % of the 
total good described in the request and partnership contract dated                        
for the price of             (only                                                                                                
). 
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Third:   
Payment of the price of the sold goods is made according to the following: 
Payment of the sum of                      (only                                                           ) 
is made upon signing the contract 
The balance of the price is settled in instalments of              , distributed as 
follows: 
 
 
 
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
PO Box 140, Riyadh, 11411. KSA. 
(Four signatures) 
 
 
 
 
Instalment The sum Date No. of bond 
1    
2    
3    
4    
 
The client has issued (bond in favour of/bonds in favour of) for all the 
entitlements of the bank. 
 
Fourth: 
The bank hands over the sold goods to the client on                       . 
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Fifth: 
 The client alone bears whatever expenditures incur after the sale, 
such as customs fees, delay penalties, transport charges, and 
others, and has no right to retrieve the same from the bank. 
 The bank has the right to claim from the client the expenditures and 
additions borne by the bank in the cost of the documentation, if 
issued after the signing of this contract and they arose afterwards. 
The client would then have the right to two options, either to retain 
the goods or return them if they still exist. 
 
Sixth: 
 In the event of breach by the client – stipulated in the facilities 
contract – all the obligations become due immediately, without the 
need for a legal transaction. The bank has the right to sell what is in 
its possession of funds, rights, guarantees, mortgages, or estates of 
the client in settlement of any due obligations, in addition to 
expenses incurred by the bank thereof. 
 The bank has the right to place a hold on all the client’s balances, in 
which case the bank will not be bound to honour any cheques or 
payment orders made from these accounts until such time when the 
client settles all its obligations. In the case of a deficiency in the sale 
price of the bank’s entitlements, it will have the right to claim the 
difference from the client, and in the case of an increase in the sale 
price of the bank’s entitlements, that surplus would be the right of 
the client. 
 
Seventh: 
 The client has issued a bond in favour of the bank as a guarantee for 
settlement of the debts due to it. 
 The client has, in addition to the guarantees stipulated in the 
facilities contract, the following guarantees: 
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 The guarantees submitted by the client, whether precedent to this 
contract or subsequent, would be considered as a guarantee for the 
settlement of the debts due to it. 
 
Eighth: 
The client has authorised the bank to deduct his dues from any account or 
funds or deposits belonging to the client, without the need for any 
transaction or notification. 
 
Ninth: 
The client has granted the bank an irrevocable power of attorney to take 
over any rights or funds due to the client from others, without any 
condition or restriction. This power of attorney will remain valid until the 
bank has received all its rights. 
 
Tenth: 
 The client confirmed receipt of documentation relating to the goods 
specified in the request for purchase. 
 The client confirmed that he would not deal with the sold goods, 
such as sale or consumption, prior to signature of this contract. 
 The client confirmed that he is free from any debts or rights to others 
that might impede his obligations towards the bank. 
 
Eleventh: 
 The client undertakes not to enter any future financial obligations, 
directly or indirectly, which might impede his obligations towards the 
bank. 
 The bank’s late claim for its rights is not to be considered a 
concession for the same because the bank has the right to claim its 
rights at any time. 
 The debt can be degrated in the event of one of theparties’ wish to 
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expedite settlement of the debt or part of, as per the following 
conditions: 
 Non-existence of a previous agreement between them to degrade the debt. 
 The degradation of the debt must be as agreed between them on 
settlement. 
 In the event of the client’s procrastination of settlement of the due 
debt in accordance with this contract, the client bears all the 
expenditures relating to payment of the debt, such as solicitor’s fees, 
collection offices, and others. 
 
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
PO Box 140, Riyadh, 11411. KSA. 
(Four signatures) 
 
 In case of a contradiction between the client’s claim and the bank’s 
records in relation to the transactions carried out by them, the bank’s 
records are accredited and bound to the client, unless the client 
presents evidence of his claim. 
 
 The bank confirms the client’s right to compensation if there is a 
defect, deficiency, or violation in a conditional specification, as per 
the following conditions: 
 Subject to that defect or deficiency occurring prior to purchase by the 
client. 
 That the claim is made by the client to the bank upon receipt of the goods 
and knowledge of the defects, deficiencies, or breach of conditional 
specifications. 
 The client is to call upon the insurance company upon receipt and 
discovery of the defect, deficiency, or breach of a conditional 
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specification. 
 
Twelfth: Notices and notifications 
 The address indicated at the start of this contract for each party is 
the formal address. 
 All notifications and correspondence between the parties are to be 
despatched via fax, personal hand delivery, or any method adopted 
by the bank, to the addresses indicated at the start of this contract, 
unless otherwise agreed in writing. 
 The client undertakes to notify the bank in writing in the event of any 
change in its addresses indicated to the bank. 
 
Thirteenth: Law and jurisdiction 
 This contract is subject to and is interpreted pursuant to the 
provisions of the Islamic Sharia, regulations and rules in force in the 
Kingdom of Saudi Arabia. 
 In the event of a dispute or controversy between the parties, God 
forbid, it should be resolved amicably. 
 In the event of an amicable resolution, arbitration over the dispute is 
to be carried out by the Sharia courts in Riyadh in the Kingdom of 
Saudi Arabia. 
 
Fourteenth: Copies of the contract 
This contract has been issued in two identical copies, each of which has 
been signed by both parties and handed over to them, as confirmation of 
the accuracy of the contract and its validity and obligations to its privions. 
Blessings and peace be upon our Prophet Muhammad and all His relatives 
and companions. 
 
 
First party (bank)                                                                        Second party (client) 
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Represented by:                                                                            Represented by: 
 
Signature:                                                                                     Signature: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
(Four signatures) 
 
 
 
 
________________________________________________________________
________________________ 
 
 
This translation has been done to the best of our knowledge and ability of 
the 
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Sale Contract Document.  
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Annex 20 
 
TRANSLATION 
 
 
 
CONTRACT OF SALE OF PROPERTY BY INSTALMENTS 
(PROFITABLE) 
 
          
 Contract No. 3 
 
IN THE NAME OF GOD THE COMPASSIONATE THE MERCIFUL 
 
Thanks be to God Almighty, and prayers and peace be upon our Prophet 
Muhammad and all His relative and companions, and further: 
 
On the day      /    /             corresponding to      /     /        A.H. in the city of                                        
, this contract was issued between each of the following: 
 
Bank Al Bilad, represented in signature of this contract by the respected:                                               
in his capacity of                                              , whose address is PO Box 40, 
Al Riyadh, 11411, Tel: 479888 
           (First 
party “seller”) 
 
[In the case of individuals] the respected:                                    ,                       
national as per (Civil/residence card) no.                               issued in                                     
dated       /   /      , whose address is: 
 Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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[In the case of establishments and companies] Establishment/company                                     
, Trade Register No.                                  , issued in                            on       /    
/       A.H., its address is: 
represented in signature of this contract by the respected:                                           
, who is a                     national, as per (Civil/residence card) no.                   
issued in                        dated     /    /       A.H. 
          
 (Second party “buyer”) 
Preface 
 
Where the first party owns the land no.                          , located within block 
no.                     of plan no.  
, district                            , city of                           , as per deed no.                        
issued by          
, on        /     /        A.H., in a gross total area of                     sq.m. (only                                                
square metres), the borders and landmarks of which are indicated in that 
deed, and on which a building of                   has been constructed 
comprising floors in addition to the annexes, which are                          , 
duly referred to in this contract as “the property.” 
 
And where the second party wishes to purchase the property mentioned in 
the preface, the two parties have entered a contract, while in their 
legitimate and competent status, based on the following: 
 
First: The previous preface is considered an integral part of this contract 
and complementary thereto, while not contradicting its provisions. 
 
Second:  The first party has sold to the second party the property, subject 
of the contract mentioned in the preface, at a total price of                                 
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Riyals (only                                  Saudi Riyals), and the second party has 
accepted this sale. 
 
 
(Six signatures) 
 
 
Third:   The second party is committed to hand over to the first party the 
price of the sold property in (   )        consecutive instalments distributed to                    
instalment, according to the following: 
 
Value of the first instalment:                    Riyals due for payment on       /      /              
. 
Balance of the instalments are fixed in total to           instalments, the value 
of each being                            Riyals, due for payment consecutively at the 
end of each                     from the date of the previous instalment’s maturity, 
and the final instalment being due on          /     /     .  The second party has 
issued for the first party a bond order in the value of the share of the first 
party in the amount of                      Riyals (only Riyals). 
 
In the event of the second party wishing to expedite settlement of some 
instalments or all of them prior to the date of their maturity, an agreement is 
to be reached between the two parties relating thereof at the time, without 
the first party being obliged to accept of the same or indicate a specific 
amount or percentage of the debt to be expedited. 
 
Fourth:  The second party that accepted the property deed, subject to the 
contract, is to remain in the name of the first party and to postpone 
evacuation until his settlement of the value of the first party’s share of the 
property in the (second) article of this contract in accordance with the 
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instalments due from the second party, as well as their due dates in the 
(third) article of this contract. 
 
Fifth:  The second party acknowledges the fact that he has legally and in 
due diligence previewed the property subject to the contract, and has 
accepted it in its condition to be handed over to him vacant of occupancy 
and any entitlements to others, and which has become under his disposal 
from the date of issue of this contract.Therefore, any obligations or 
expenses that become due on this property later should be borne by the 
second party, such as consumption expenses, maintenance, electricity, 
water, telephone, and others. 
 
Sixth: The second party acknowledges that he has mortgaged the property 
subject to the contract, and therefore the second party is unable to dispose 
of it in any way, whether by transfer of ownership or registration of the 
same. He also does not have the right to put it under the rights of others 
such as rent or other, as well as not having the right to add any building or 
construction or carry out any refurbishments therein, except after 
settlement of the price indicated in the (second) article of this contract or 
by obtaining the written specific and clear approval of the first party. 
 
Seventh: In the event of the acceptance of the first party of part of 
conditional actions by the second party with the approval of the first party, 
such as construction and refurbishment of buildings and others, in that 
case the second party is bound to bear any expenses incurred thereto, as 
well as being obliged to obtain the necessary permits on his own expense 
with the observance of the technical conditions and instructions of the 
relative administrations and municipalities and what it has issued of 
permits and leeways, as well as compliance with the entitlements of 
easement decided for the interest of other neighbouring owners. In the 
event of the second party’s breach of any of these rules, he alone will bear 
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the responsibility and consequences thereof. The first party would have the 
right to claim the necessary compensations without breaching the right of 
official parties or others in carrying out the appropriate procedures to 
protect their entitlements towards the second party. 
 
Eighth: The second party granted the first party, as per this contract, up 
until fulfilment of all his obligations, an absolute and non-isolated 
authorisation that cannot be cancelled for taking over any entitlements or 
sums that are due to him from others or any party whether official or non-
official, thus without restriction or conditional fulfilment to the first party of 
all his entitlements that are due by the second party. 
 
Ninth: The second party acknowledged being discharged of any debts or 
entitlements to others that might hinder implementation of his obligations 
towards the first party which are incurred in this contract, as well as 
undertaking not to be bound by any consequent financial obligations, 
directly or indirectly, that might hinder implementation of this contract or 
interruption in the settlement of the instalments due thereof. 
 
Tenth: If the second party fails to settle an instalment on the due date, he 
would be bound to settle two instalments for any unpaid instalment, which 
would include being late in settlement as a result of the claim and 
implementation procedures. The first party can take the legitimate and 
regular procedures to reserve his entitlements prior to the second party, 
who would bear in this case all the consequences incurred thereof such as 
expenses and others. 
 
(Six signatures) 
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Eleventh: The first party has the right to automatically deduct the value of 
his entitlements that incur in this contract, whether wholly or partially, from 
any accounts or funds or deposits which belong to the second party 
without the need for a warning or notice of any other procedure, and his 
objection to such action is unacceptable for whatever reason. 
 
Twelfth: The regular address of each party to this contract is the address 
indicated therein, and all correspondents and notices relating to this 
contract are sent to each party at the regular address. The regular address 
cannot be changed unless a written notification is sent from any one of the 
parties to the other by registered post, thus indicating the replacement 
address. 
 
Thirteenth: Non-implementation by the first party at any time of any rights 
guaranteed to him by this contract should be considered as a concession 
on his part to practise that right or any other right at any time thereafter. 
 
Fourteenth: All disputes occurring between the two parties in relation to 
this contract should be arbitrated by specialised legal courts in the 
Kingdom, if such a dispute cannot be resolved amicably. 
 
Fifteenth: This contract has been issued in two identical originals and each 
party has received one copy to work accordingly. 
 
Success is from God. 
 
The first party (seller)     The second party (buyer) 
The first party       The second party  
Name:        Name: 
Signature:       Signature: 
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First witness        Second witness 
Name:       Name: 
Signature:       Signature: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
(Six signatures) 
 
 
 
 
________________________________________________________________
_________________________ 
 
This translation has been done to the best of our knowledge and ability of 
the 
Sale of Property Contract by instalments. 
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Annex 21 
 
TRANSLATION 
 
 
Statement of cost of goods of profitable Resale 
________________________________________________________________
_____________________  
 
 
         
 
 
 
 
The Honourees,                            
 
God’s peace, blessings, and mercy be upon you: 
 
Our reference: Request for profitable resale on       /      /          . 
 
Below is a detailed statement for clearance of the abovementioned profitable resale 
and the cost of the bond order due for payment on        /     /          . 
 
 
 
Statement H Riyal 
Cost of documents                                           
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
Date: 
Branch: 
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at 
Expenses 
Insurance 
Issue of credit 
Telex 
Post 
Amendment 
 
Cost of goods   
(X) Percentage of profit              % for a 
period of 
  
Total cost of sale of goods   
 
No. of bond order Date of maturity Amount of bond order 
   
 
Kindly peruse the above statement and undertake to settle the value of the 
deed order on the due date. 
 
Clerk in charge                                               Seal of centre                                           
Director of centre 
 
 
________________________________________________________________
____________________________________  
 
Bank: AlBilad Saudi Joint Stock Company, Capital SR 3,000,000,000, 
Commercial Reg. No. 1010208295, Head Office: 
PO Box 140, Riyadh, 11411. KSA. 
(Four signatures) 
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________________________________________________________________
________________________ 
 
This translation has been done to the best of our knowledge and ability by 
the 
Statement of Cost of Goods of Profitable Resale. 
 
     
 
 
 
 
 
Translation by: 
Layla S. Ghannam 
Tel: 07939 450 833 
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